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...it's about growth.







Fiscal 2004 was about achieving

profitability.
We succeeded.

In 2005 we're taking that same
disciplined approach and focusing
on growth. We have a goal to reach

$1billion in revenue, with 20%
operating margins, by 2008.

Here's how we're planning to do it...
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To Our Shareholders | am pleased to report that fiscal 2004 was a very good year. We met or

PTC ANNUAL

exceeded our targets in every major area. Operating margin. Net income. Revenue.
And product development. We successfully integrated a strategic acquisition.

We strengthened our distribution channels. And we're more productive than ever.

=> Our operating margin, excluding restructuring charges, was 12%, up from negative 7% in 2003
(6%, up from negative 12%, when you include restructuring charges). That was our main focus last year,
and it paid off. We removed more than $140 million in expenses, while improving productivity in all

PTC functional organizations.

> We returned to net profitability in the second quarter of 2004, and have demonstrated significant earnings

leverage since then. Year over year, we improved our GAAP net income by more than $130 million.

—> We achieved year-over-year revenue growth in each of the last two quarters of 2004, despite implement-
ing'planned reductions in sales and services capacity. Revenue for our collaboration and control solutions

grew for the full year, and we are seeing evidence of stabilization in our design solutions revenue.

=> We strengthened our balance sheet significantly, growing our cash position to $295 million as of
September 30, 2004.

> We completed the acquisition of OHIO Design Automation, the maker of a leading electronic design

verification, visualization, and collaboration product used by more than 400 companies worldwide.

= We launched both Windchill® 7.0 and Pro/ENGINEER® Wildfire™ 2.0, establishing the only truly integral

Product Development System on the market with a single architecture and single database.

More and more of the world’s leading manufacturers now turn to PTC for their
most demanding product development challenges. That's why Toyota and
Boeing - our two largest customers in 2004 - are deepening their relationships
with us. It's also why a steady stream of smaller and mid-market manufacturers
are coming on board - companies like Plug Power, an industry leader in fuel

cell technelogy.

In terms of distribution, we expanded our capability and reach by adding more
than 80 resellers in 2004. That, combined with the availability of Pro/ENGINEER
Wildfire, drove 28% growth in revenue from small and medium-sized businesses

last year. Direct sales productivity has also improved by 13%.

Finally, the strengthening of our maintenance revenue in fiscal 2004 underscores
the value customers receive from their relationships with PTC. Pro/ENGINEER
customers are reestablishing maintenance agreements, and Windchill production

accounts and active seats are growing faster than in previous years.

Looking ahead, we’re well positioned for sustained success. The PLM market will
continue to grow as global manufacturing becomes more complex - buoyed in
part by an overall improvement in IT spending and the emergence of global
product development as a critical business capability. We'll expand our share

of this growing pie through four key initiatives.

CONTINUED ——————@
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Financial Highlights Fiscal Year Ended September 30, 2004
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Vertical Strength
We're enhancing our product perifolic and services capabilities with vertical solutions
and creating verticol go-to-market progroms. Our efforts are focused on Aerospace and
Defense, Automotive, Industrial Equipment, Elecironics and High Tech, Consumer Products,
and Medical Products. PTC now supports a number of industry-specific processes, such as

reguletory compliance and government contracting.

Strategic Account Growth
We are gratified by the confidence many of the world's leading manufacturers have
placed in PTC solutions. In 2005, we will strengthen our position with sirategic accounts by

adding new direct sales representatives as part of our formal strategic account program.

Product Performance and Innovation
As always, our own product performance is @ key driver of PTC’s success. This year we
will release Windchill 8.0 ond Pro/ENGINEER Wildfire 3.0, with significant infegration
and interoperability enhancements — further improving the first true product development

solution that scales from engineering to the enterprise.

Stronger Distribution
We're expanding our reseller network ond supporting key Value Added Resellers
(VARs) with lead generation, promotion progroms, and extensive Windchill business

development programs.

PTC met its aggressive fiscal 2004 goals by executing a solid strategy with discipline.
We focused on our installed base, drove down expenses, grew our maintenance
business, and improved our channel execution. Looking ahead, we will bring that
same discipline to vertical markets, strategic accounts, product innovation,

and expanded distribution.

All of this comes at a time when global product development has become critical for
manufacturers in all major categories. The challenge of managing product
information globally and collaborating across worldwide product development
teams has never been greater. Many customers look to PTC for help in defining and
executing their outsourcing business initiatives. PTC is well positioned to take

advaniage of these growing opportunities.

Again, 2005 is about growth. This annual report shares our business strategy for
the coming year — how we plan to achieve our growth objectives. As always, | extend
my deep appreciation to you, PTC customers, employees, partners, and shareholders,

for your commitment and support.
Sincerely,

Q.

C. Richard Harrison

Chief Executive Officer and President
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Chief Executive Officer and President
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Executive Vice President and
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Cornelius F. Moses

Executive Vice President and

Chief Financial Officer

Paul J. Cunningham
Executive Vice President,
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A Conversation
WITH THE

H ]

PTC Executive Leadership
leam

2005 - it's about growth

QUESTION
Let's start with an overview of PTC’s go-to-market strategy.

Dick Harrison: We're working on four primary fronts: Strengthening our vertical
offerings; deepening our relationships with strategic accounts; continuing to
improve our products; and expanding distribution in what we call SMB -

small and medium-sized businesses.

Jim Heppelmann: In terms of verticals, PTC has always focused on a handful of
industries. Now we're taking that focus to a new level. We're strengthening our
position in Aerospace and Defense, Automotive, Industrial Equipment, Electronics
and High Tech, Consumer Products, and Medical Products - with specific

product modules and services offerings in many cases.

DH: This is a critical component of our plan. Even though there are many
similarities in product development across various industries, there are meaningful

differences as well.

JH; Take Electronics and High Tech, for example. Sometimes it’s not until

you actually build a product that you discover discrepancies between mechanical
design, printed circuit boards, and software designs. That can create huge cost
overruns and delivery delays. With Windchill working together with InterComm™
the primary product we obtained through the OHIO Design Automation
acquisition, our customers can conduct cross-discipline design reviews much
earlier in the process. Every single one of the world’s top 30 electronics

companies uses PTC solutions.

CONTINUED =——>




“QOur Boeing teams are working together in ways we never imagined ten years ago. Around the world
and around the clock, ForumPass brings together geographically diverse teams, enables

networking and collaboration, and provides immediate access to information.”
Y Scott Griffin

Chief Information Officer, Boeing Company

Vertical Strength
Industry Leaders Turn to PTC Solutions

__EIGHT of the TOP 10
Tier One Automotive Suppliers

NINE of the TOP 10—

Industrial Equipment Manufacturers

" "TEN of the TOP 10
Aerospace & Defense Companies

THIRTY of the TOP 30—
Electronics & High Tech Companies

Exostar

Exostar®, the sectre external supply
network for the Agrospace and
Defense industry, is powering secure
collaboration services across the
extended enterprise for the world’s
largest A&D comécnies through its
alliance with PTC. In 2001, Exostar
launched ForimPass, a Web-based
collaboration and communications
solution based or Windchill
Projectlink that allows manufacturers
and suppliers to work together in a

real-time shared working environment.

Today, due to its highly acclaimed
security architectire, which was
built around PTC's solutions, more
than 216 companies and thousands
of A&D industry professionals

have adopted ForumPass. Exostar's
founding investors include Boeing,
Lockheed Martin, Raytheon,

BAE SYSTEMS, and Rolls-Royce.
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QUESTION
What about A&D and automotive?

Paul Cunningham: The top ten companies in Aerospace and Defense use PTC
solutions. We're the leader in product development solutions for manufacturers of
launch vehicles, naval shipbuilders, and A&D electronics. In Automotive, eight of
the top ten tier one suppliers in the world are our customers. Toyota, BMW, Hyundai,
and Volkswagen have standardized on PTC for powertrain design. In fact, we leed
the powertrain CAD design segment with a 32% market share globally, according
to Collaborative Product Development Associates {CPDA).

Barry Cohen: Keep in mind, product enhancements are only one part of our vertical
strategy. We're upgrading industry services for deployment and optimization,

and forming services teams by industry. We've also clustered our sales account
teams to leverage industry knowledge. Leading manufacturers are growing their
relationships with PTC because we offer great product development technology,
as well as consulting and services that enable them to quickly realize the

value of that technology.

QUESTION
Let's talk about those strategic accounts.

DH: Boeing, Lockheed Martin, Raytheon, Airbus, Volkswagen, Toyota and Siemens
are seven of our 50 strategic accounts. Let me explain why they're so important.

I'll use Toyota, one of PTC’s largest customers, as an example. Last June, we
announced that Pro/ENGINEER Wildfire 2.0 was deployed as Toyota’s powertrain
development standard. The software included dozens of improvements we built

for them. Now we have a multi-year joint process redesign and development

initiative in place.

JH: Much of the new functionality developed specifically for Toyota can be used

more broadly. Toyota benefits by receiving fully supported, commercialized

. solutions earlier, which are cptimized for their business. And in a broader sense,

our entire customer base benefits by taking advantage of new enhancements
influenced by one of the world’s most successful manufacturers.

QUESTION
What can we expect in the way of new product releases in 2005?

JH: The two key releases we're planning are Windchill 8.0 in the spring,

and Pro/ENGINEER Wildfire 3.0 in the summer. These releases continue our focus
on quality, ease-of-use, and interoperability. We're also adding more vertical
capabilities with several vertical-specific solutions like our Windchill Aerospace
and Defense Module. Plus, we're continually improving our product quality through
CMMI® (Capability Maturity Model Integration) process certification and continved

improvements in test automation and quality assurance.

CONTINUED::




“Plug Power’s success relies on delivering fuel cell systems to our customers on time and with the

highest quality. Windchill PDMLink™ helps us to manage product data effectively in order to reduce
defects and time-to-market. This allows Plug Power to deliver on its promises.”

Dr. Roger B. Saillan

President and CEQ, Plug Power

Stronger Distribution
Growing the PTC VAR Channel

+28%
I Total PTC revenue from resellers of
[] $136 million, up 28% from $106 million
03 | 04 last year
R EVENUE
7 ]R 2 OP 2 Over 1,000 individual representatives
a1 and application engineers market
COUNTRIES PTC solutions in 41 countries around
the world
+34%
l More than 80 VARs were added in FYO4
[] for a total of 270 VARs in the PTC
03 04 ecosystem
RESELLERS
+§ OEOV(\)/ Added over 2000 new customers in FYO4
CUSTOMERS
¥ g 4Eo\2 Added over 8400 new design solutions
SEATS seats in FYO4
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Plug Power

As an industry leader in fuel cell
technology, Plug Power designs,
develops, and manufactures on-site
electric power generation systems
utilizing Proton Exchange Membrane
(PEM) fuel cells for stationary
applications. Plug Power’s success
relies on delivering fuel cell systems to
its customers on time and with the
highest quality. In'order to achieve .
these initiatives, Plug Power has
implemented PTCs Product
Development System (PDS) to
significantly optimize their ability to
manage product data. To date,

Plug Power has achieved a number of
benefits from using PTC solutions,
including the redeployment of
personnel, increased productivity,
higher quality documentation,

and fewer manufacturing defects.
With PTC solutions, Plug Power

is building an infrastructure today
for its rapidly growing needs

of tomorrow.
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QUESTION
You’ve overcome several challenges in the small and mid market,
but isn’t it too late to really win in that space?

PC: Not at all. We have o disciplined plan - and it's working. The $100 million
we invested to make Pro/ENGINEER easier to fearn, more productive and more
competitive is already paying off with customers of all sizes. We're particularly
pleased that our new user interface has allowed us to become a serious competitor
in the market for mid-range 3D CAD tools. We're getting invited to more

and more SMB deals - and we have a very good competitive win rate. As a result,
we're seeing significant growth in our reseller channel. We expect to build on

that growth in 2005 through additional sales of Pro/ENGINEER, as well as

our new on demand version of Windchill, hosted by IBM.

QUESTION
How is the product development marketplace changing?

JH: We see two big trends. First, because of the huge cost associated with
integrating point solutions, there’s @ movement toward what we call ‘integral
systems.’ That means one architecture, one database, one collaboration platform.
This approach makes a lot of sense in the SMB marketplace where home-grown
applications are too expensive and difficult to integrate and manage. But plenty of
large manufacturers are moving that way too, especially in the industrial markets.

Most analysts and larger customers recognize us as the leader in this space.

BC: Having an integral product development system and the services to rapidly
deploy and optimize that system enables PTC to deliver the business value
customers expect. Enterprises are no longer accepting the unattainable

RO! promises of massive ERP integrations. Today, it's all about proven realized

value and reducing the time necessary to get the positive business outcome.

DH: The second trend is consolidation. Last year we acquired OHIO Design
Automation to provide our Electronics and High Tech customers the ability to link
electronics engineers and their design data and processes to a company’s overall
product development process. | expect the next couple of years to bring a flurry
of mergers and acquisitions in the PLM market. We intend to participate in this
trend, and we are actively engaged in uncovering new opportunities fo strengthen
our offerings and expertise. This is part of our strategy to reach our long-term

growth targets.

CONTINUED —————>




“PTC!s Windchill architecture is one of the best in enterprise software. lts robust, highly

Hexible data model and powerful workflow engine will enable us to deploy standard and repeatable

processes — all while managing data on 5 million parts and 30,000 new projects.”

Timothy Saja

Windchill Program Manager, Unisys

Demand Driven Supply Networks Applications Market: 2003 -2008

Market Size and Share by Application Category {Manufacturing Indusiries Only)

$18.2

$11.9

Product (PLM)

=+ 13% TR S
- Supply (SCM, Procure) 3.9
3.] =+ 5% ""“....-)
38 Demand (CRM} 5.0
=+ 6%

$ in Billions

2003 2008

J— i

Source: AMR Research, 2004

According to AMR, the PLM application
category will have an estimated annual growth
rate more than 2x the growth rate of either

CRM or SCM through 2008.

Unisys

Unisys is a global information
technology services and solutions
company with exber'fise in consulting,
systems integration, outsourcing,
infrastructure, and server technology.
The company has approximately
36,000 employeés, with customers in
more than 100 countries, and annual

revenues of nearly $6 billion.

Unisys had been successfully using
PTC’s Pro/ENGINEER since the early
1990s for 3D design of its servers.
But Unisys needed more. Unisys
needed a solution to support the
complex planning, collaboration, and
datc management necessary to take

products from concept to reality.

Unisys also needed a solution that
could handle a véry large number of
parts. PTC's Windchill Projecttink
and Windchill PDMLink were the
answer. Windchill Projectlink allows
Unisys teams to collaborate as never
before, keeping them instantly
updated with current activities and
changes to product information.

And with Windchill PDMLink,

they can control product data and
perform change dnd configuration
management tasks all the way through

the manufacturing process.
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QUESTION
The MCAD market has a slower growth opportunity than the

collaboration and data management market. Is that a problem for PTC?

Neil Moses: |t's frue that the standalone market for MCAD solutions is growing slower
than the standalone market for collaboration and data management technologies.
But, frankly, these markets are converging into an overall PLM market, which will
benefit players with a broad solution set, domain expertise, and a large

customer base.

JH: Which means we're in a strong position to win a larger share of a customer's
PLM spending than competitors offering point solutions. The fact is, product
development is more complex than ever. Customers are trying to simplify things
by working with a few vendors they know they can trust. PTC provides a total
solution to address these customer requirements. Companies of all sizes now have
to work seamlessly with multiple partners and suppliers globally. Because our
product development system provides creation, collaboration, and control
capabilities on a single, integral architecture ~ it can scale to meet the needs

of any growing manufacturer.

(auesTion

You've been selling Windchill software for five years now.
Why has it taken so long for the PLM market to grow, and what gives
you confidence that it will grow in 20052

PH: IT spending was up in 2004 and is expected to grow throughout 2005.
Software is the fastest-growing spend area, with the Asia-Pacific region leading
this growth. AMR Research estimates PLM will outpace other enterprise software
categories, like CRM and SCM, with 13% annualized growth over the next five
years. Our own sector outlook matches what the analysts are saying. You can’t pick
up a newspaper anywhere in the world today without reading about global product
development, distributed manufacturing, and outsourcing. It's a big change,

and it's here to stay. The financial pressures are just too great. For manufacturers
to remain competitive they have to figure out how to increase R&D productivity,
get to market faster, and improve innovation and quality. This is a great opportunity

for PTC, because that's exactly the kind of value our solutions deliver.

Five years ago, manufacturing companies believed in the concept of PLM, but few
could make the leap to justify significant spending on an emerging solution during
an economic downturn. As a group, PLM vendors have significantly improved
their ability to show customers a hard return on investment during the past couple of
years. PTC has led the way by developing sclutions and approaches that allow
a customer to move toward a full PLM solution one step at a time -

while achieving ROI at each stage along the way.

CONTINUED =——>




“Now is the fime to establish the foundation for digital collaboration throughout our global

organization, with a focus on R&D. We have a vision of becoming a Technically Driven Company {TDC)

with all of our R&D being done exclusively online. Windchill from PTC enabled us to completely
digitize our R&D and collaborate elecironically with related global businesses.”

Jai-Gon Kim

Chief of Group, Central R&D Institute, R&D Innovation Group, Samsung Electro-Mechanics Co., LTD.

THE DISCIPLINE WE USED
TO DRIVE SUCCESS IN FISCAL 2004
IS ALIVE AND WELL AT PTC.

WE KNOW EXACTLY WHAT
WE NEED TO DO,
AND WE ARE FOCUSED
ON EXECUTING
THAT BUSINESS PLAN.

Samsung
Electro-Mechanics Co., LTD

Samsung Electro-Mechanics, one of
the largest divisions of Semsung
Electronics Subsidiaries, has grown to
become Korea's leading electronic
parfs maker, with annual sales of

nearly $3 billion [USD).

In 2003, the company created
myR&D for product lifecycle
management [PLM), based on PTC’s
Windchill solutions. myR&D resulted
in significant hard cost reductions as
well as additional business benefits.
Windchill was chosen because it
provides collcboration and process
control capabilities within a single,
integral system. Additional
considerations were integration with
the company's ERP and supply chain
maonagement systems, and
Windchill’s ability to enable 3D
product design over the Web.
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QUESTION

Engineering outsourcing is a hot topic these days.
Where does PTC fit in?

DH: Most manufacturers we meet with have some sort of outsourcing initiative
already underway. They see outsourced engineering as a real solution to the
financial pressures they're facing. More importantly, they're asking us, as their
product development partner, to help with the technology and processes required

to execute this new business strategy.

JH: If you think about it, global product development is the ultimate use case

for our product development system. It all starts with a digital representation of their
product, created in Pro/ENGINEER Wildfire. With the product in digital form,

it can be easily moved around the world almost instantly. Then, a collaboration
solution is necessary to bring the appropriate people into the product development
process, no matter where they are in the world. That's where Windchill ProjectLink™
comes in. Finally, manufacturers also need a solution to control data, processes
and changes to the product design and configuration. That's Windchill POMLink™
All three of these solutions are truly integral, which makes it easier for our

customers to get up and running smoothly.

BC: Dick mentioned the need to change business processes. Our services
organization is already engaged with customers to help change the way they
perform product development globally. This could mean changing their product
portfolio, making organizational shifts, running a 24 x 7 engineering team around
the world, or modularizing their product architecture to support a design-

anywhere, build-anywhere approach.

BH: No other company in the PLM maorket is better positioned to help manufacturers
figure out global product development. We didn’t create the idea, but we're

certainly ready to help our customers be good at it.

QUESTION

What is the outlook for fiscal 20052

NM: Our sales opportunity pipeline has been growing for o few quarters now,

and we believe we can grow in 2005 with license revenue growth leading the way.
On the spending side, we will make some incremental investments in our business,
including adding direct sales and services capabilities in the Asia-Pacific region,
expanding investments in our reseller channel, and enhancing vertical

product development solutions.

We have a goal to reach $1 billion in revenue with 20% operating margins by 2008,
and we will work to achieve this through a combination of organic and acquisitive
growth. We made great progress in 2004, when our primary focus was reducing
costs and driving profitability improvements. The primary focus in 2005 is

driving revenue growth while ensuring continued operating margin expansion.

The discipline we used to drive success in fiscal 2004 is alive and well ot PTC.

We know exactly what we need to do, and we are focused on executing

that business plan. 0 0 0
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Forward-Looking Statements

Statements in this Annual Report on Form 10-K about our anticipated financial results and growth, as well as about the
development of our products and markets, are forward looking statements that are based on our current plans and assumptions.
Important information about the bases for these plans and assumptions and certain factors that may cause our actual results to
differ materially from these statements is discussed in “Management’s Discussion and Analysis of Financial Condition and Results
of Operations” beginning on page 8 below, and generally throughout this report.

Unless otherwise indicatéd, all references to a year reflect our fiscal year that ends on September 30.

PART1

ITEM 1: Business
Introduction

Parametric Technology Corporation (PTC) was founded in 1985 and is headquartered in Needham, Massachusetts. PTC develops,
markets and supports product lifecycle management (PLM) software solutions and related services that help manufacturers
improve the competitiveness of their products and product development processes. The PLM market encompasses the mechanical
computer-aided design, manufacturing and engineering (CAD, CAM and CAE) markets as well as many previously isolated
markets that address various phases of the product lifecycle. These include product data management (PDM), component and
supplier management, visualization and digital mockup, enterprise application integration, program and project management, after
market service and portfolio management, requirements management, customer needs management, and manufacturing planning.
Our software solutions, which include a suite of mechanical computer-aided design tools (our design solutions) and a range of
Internet-based collaboration technologies (our collaboration and control solutions), enable manufacturing companies to create
virtual computer-based products (digital products), collaborate on designs within the enterprise and throughout the extended supply
chain, and control the digital product information throughout the product lifecycle. This results in streamlined engineering
processes, improved product quality, optimized product information management and reduced cost and time-to-market cycles. Our
PLM software solutions are complemented by our experienced services and technical support organizations, as well as resellers
and other strategic partners, who provide training, consulting, ancillary product offerings, implementation and support to customers
worldwide. ‘

The PLM market is still relatively new and our entry into this market commenced in 1998 with our acquisition of a PLM
technology platform known as Windchill® that is now a cornerstone of our suite of PLM software solutions. Prior to 1998, PTC
focused on the CAD/CAM/CAE market. Since 1998, we have invested heavily in expanding our product offerings to offer an
integrated portfolio of PLM product offerings. Our traditional CAD/CAM/CAE products remain a key component of our overall
PLM offering, but we have introduced new solutions as well based on our Windchill technology.

With our suite of PLM software solutions, we see an opportunity to address several of the key challenges that manufacturing
companies face in their product development processes: more frequent change, heterogeneity of systems, and increased
communication inside and outside the manufacturing enterprise to support growing offshoring and outsourcing and increasingly
transparent supply chains. Accordingly, we have devoted significant resources to our collaboration and control solutions and their
integration with our design software. With our PLM software solutions suite, we can provide our customers a product development
system that permits individuals—regardless of their roles in the commercialization of a product, the computer-based tools they use,
or their location geographically or in the supply chain—to participate in and impact the product development process across the
digital product value chain. We believe that as we continue to implement our strategy for our products to become more tightly
integrated and easier to deploy, we can create significant added value for our customers. All of our software solutions continue to
be distributed primarily through our direct sales force. In tandem with our direct sales force, we utilize an indirect distribution
channel. Our indirect distribution channel has been broadened over the last several years through resellers and other strategic
partners. Our resellers provide greater geographic and small account coverage, primarily for our design solutions, while our other
strategic partners help to expand the breadth of our PLM solutions by providing complementary product and/or service offerings.
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Products and Services

Our design solutions and our collaboration and control solutions are aligned under a unified product strategy. The strategy allows
us to capitalize on existing product synergies and offer integral product development solutions that enable the creation,
collaboration and control of digital product information across the extended design chain. Our efforts have resulted in the creation
of our product development system, which is comprised of a suite of integral products and services offerings.

Our product development system delivers a comprehensive footprint that offers the capabilities necessary to improve our
customers’ product development processes. These processes involve the entire enterprise and are further extended to include
supplier, partner, and customer participants. A leading objective of our product development system approach is to reduce
complexity for our customers by ensuring that our solutions, which support core product development processes, work together in
a cohesive system. Our product development system provides three essential capabilities to improve product development
processes:

*  Create product designs (resulting in high fidelity digital products),
*  Collaborate cross-functionally in an organization and throughout the digital product value chain, and

*  Control and manage product information and product development processes throughout a product’s lifecycle.

Our footprint of capabilities aligns on an optimized system architecture, which is built from the ground up to address the needs of
the digital product value chain. Our product development system architecture is:

« Integral—sharing a common database schema and common business objects,

* [Internet-based—in that it has an intuitive Internet-based user interface and deploys seamlessly across existing Intranet and
Internet infrastructures to accommodate a distributed value chain, and

* Interoperable—integrating easily with other systems using standard protocols and integration approaches.

The following software solutions are part of our overall strategy to provide an integrated portfolio of PLM solutions that address
specific business challenges that occur at various peints in the product lifecycle. They are designed to enable manufacturers to
implement a product development system appropriate for their particular requirements, allowing them to deliver new products to
market faster and manage the complexities of product development throughout an evolving supply chain.

DESIGN SOLUTIONS

Our family of engineering design software encompasses a broad spectrum of engineering disciplines essential to the development
of virtually all manufactured products, ranging from consumer products to jet aircraft. Manufacturers compete on the basis of cost,
time to market and product performance criteria, which are significantly affected by the quality and length of the product
development process. Our software solutions offer high-performance product definition capabilities for the creation of digital
products that improve product quality and reduce time to market by enabling end-users to evaluate easily multiple design
alternatives and to share data with bi-directional associativity.

The cornerstone of our design solutions software is Pro/ENGINEER®, a three-dimensional product design solution based on a
robust, parametric, feature-based solid modeler, enabling changes made during the design process to be associatively updated
throughout the design. Pro/ENGINEER consists of capabilities for detailed design (CAD), manufacturing/production (CAM), and
simulation/analysis (CAE), as well as facilities for exchanging CAD data with a multitude of sources and in varied standard
formats, allowing companies to create more innovative, differentiated and functional products quickly and easily.

Offerings within the Pro/ENGINEER family include:

Pro/ENGINEER CAD solutions: Pro/ENGINEER CAD solutions consist of foundational design capabilities for part and
assembly modeling, basic surfacing, production drawing creation, welding, sheet metal design and photo rendering. Extended
design capabilities include advanced styling and surfacing tools, and solutions for electrical and mechanical systems design
involving large assemblies, cable harnesses, and piping.




Pro/ENGINEER CAM solutions: Pro/ENGINEER CAM solutions enable designers to create downstream manufacturing
deliverables such as molds and progressive dies, Numerical Control (NC) tool paths, and inspection programs. By directly
referencing Pro/ENGINEER designs, production and tooling engineers can handle tooling design and detailing, NC process
planning, NC programming, and inspection/verification, automatically responding to changes to the design with no data translation
obstacles.

Pro/ENGINEER CAE solutions: Pro/ENGINEER CAE solutions allow engineers to test and optimize designs for structural,
dynamic, thermal, and durability performance. These solutions provide benefits by minimizing physical prototyping, increasing
engineering creativity, and helping deliver higher quality products in less time.

COLLABORATION AND CONTROL SOLUTIONS

Our collaboration and control solutions have evolved to address expanding customer needs since their introduction in 1998. The
cornerstone of our collaboration and control solutions is our suite of Windchill based products, which enables engineering and
enterprise-level PLM. Windchill is currently sold in two forms based on the common Windchill infrastructure: (1) Windchill Link
solutions and (2) configurable Windchill modules.

Our Windchill Link solutions consist of pre-configured, integral products built on the Internet-based Windchill architecture. These
solutions are designed to address specific business-critical manufacturing processes and can be implemented with little
configuration in as few as several weeks in accordance with a predefined implementation methodology. These solutions include:

Windchill PDMLink™: a digital product data management solution that helps manufacturers control information by ensuring data
accessibility and managing the product development process throughout the life of a product. Windchill PDMLink is fluent with
workgroup level CAD data management as well as complete enterprise-wide product data management with capabilities for
document management, change management and configuration management.

Windchill ProjectLink™; a project management solution that enables employees, partners, suppliers, and customers to collaborate
on projects through Internet-based compartmentalized workspaces, project plan development, milestone and deliverable tracking,
activity assignment and management, and discussion forums.

Windchill DynamicDesignLink™: a collaborative application engineering solution that helps manufacturers address the
increasing demand for design-to-order products through visually interactive, dynamic, collaborative capabilities including
graphical product family modeling, product family catalog publication, product configuration, and automated generation of digital
product deliverables.

Windchill PartsLink™: an interactive product catalog solution that enables designers to achieve maximum part reuse through
Internet-based access to standard, preferred part suppliers, and allows suppliers of standard parts to provide their customers with
rich technical product data.

We also offer Windchill capabilities in a modular form to support customer-specific configurations that address our customers’
unique needs. The Windchill modules architecture and toolsets enable manufacturers to extend the data models and user interface
to support unique business processes, such as legacy system replacement and consolidation, and integration and rationalization of
diverse systems following merger or acquisition. Unlike other product information management applications based on proprietary
architectures and toolsets that discourage tailored configurations, the Windchill modules architecture and toolsets explicitly enable
manufacturers to extend the data models, functionality, and user interface as they see fit. The Windchill modules consist principally
of the following: a vault for data management to store and retrieve product information; workflow applications for sequencing the
flow of product information and change management processes; visualization software for enabling the customer to see a three-
dimensional view of product data; and, when desired, data adaptors for connecting to standard computer aided design (CAD)
software or standard enterprise resource planning (ERP) systems via standard application interfaces.

The Windchill modules include:
Windchill Foundation for core PLM infrastructure;
Windchill PDM for product data management;

Windchill ProductView for visualization;



Windchill Information Modeler to accelerate the configuration process;
Windchill Enterprise Systems Integrations to connect Windchill to ERP systems and other enterprise applications; and

Windchill Workgroup Managers to manage CAD data from various source systems.

The Windchill modules have standard features and functions with capabilities that include product and process management,
collaboration, and product planning. The pre-defined templates (e.g., document folders and workflows) may be used as is or may
be configured to the customer’s business environment. For example, the workflow template may be changed to reflect the
customer’s organizational approval preferences.

Additionally, upon our acquisition of OHIO Design Automation, Inc. in the third quarter of 2004, we now offer the InterComm
suite of electronic design collaboration solutions to enable enterprise-wide visualization, verification, annotation, and automated
comparison of electronic design intent. The InterComm solutions provide easy access to complex CAE and electronic computer
aided design data created in leading electronic design automation (EDA) tools. These solutions are targeted toward high tech and
electronics manufacturers and other manufacturers of products that contain electronic components. In addition to offering the
InterComm products as stand alone solutions, we have begun to integrate this technology into the Windchill product line for future
release.

SERVICES
Maintenance Services

We offer maintenance support plans for our software products. Customers who participate in our maintenance support plans
receive periodic software updates and new releases. Active maintenance plan customers also have direct access to our global
technical support team of certified engineers, an ISO 9001 accredited organization, resulting in timely and accurate issue
resolution. In addition, we provide self-service support tools that allow our customers access at all times to an extensive amount of
information quickly and dynamically.

Other Services

Our software solutions and maintenance support offerings are complemented by additional service offerings from our services
organization, as well as from third-party resellers and other strategic services partners. We designed our portfolio of services
offerings to leverage our product and process expertise and create value for customers. We offer a comprehensive portfolio of
services to facilitate the adoption of our technology into an optimized product development environment, ensuring alignment of
business processes with strategy, conditioning the organization to follow new rules and procedures, deployment of the “right”
technology that supports organizational and strategic goals, and driving technology adoption through training programs. Our
services organization focuses on:

Implementation Services: We offer a range of technology installation, configuration, and migration services, from pre-packaged
“quick start” deployments to full system integration.

Process and Technology Adoption Services: Our consulting services facilitate widespread acceptance andutilization of our
solutions, addressing organizational challenges and competing priorities. Our proven methodology helps condition an organization
to adopt new processes and enable target users successfully to utilize the applications for measurable productivity gains.

Education Services: We offer an extensive curriculum of instructor-led and Internet-based training courses to accelerate adoption
of the product development system and realize value across the entire enterprise. Qur education services also assist our customers’
users to overcome resistance to change and reluctance to use new tools.

Product Development

For our products to remain competitive, we must provide our customers with new and innovative software solutions. As a result,
we continue to spend on research and development, and we regularly are looking for opportunities to acquire new technologies
suited to our customers’ needs. We also must efficiently manage our development resources to ensure that the appropriate balance,
based on both product development plans and customer demand, is reached between product lines.
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Our ability to rapidly develop new design products is facilitated by the modular structure of our software code. This structure
enables functional capabilities of existing products to be utilized by new software applications or modules, thereby reducing the
amount of new code required to develop additional products. The major benefit of this approach is more rapid development of new
functionality. Our Windchill technology has expanded the breadth of our offerings allowing for a comprehensive suite of PLM
solutions. Much of this technology is Internet-centric, Java-based, object-oriented software and our products depend on these
evolving technologies. We also license certain technologies from third parties to augment the functionality of our products. We
generally pay these third parties either periodic royalties or fixed fees for the use of their technologies and rely on them for
development and other support. We continually review the associated costs, development resource savings, support levels, and, if
applicable, experience with the third party to determine whether the utilization of such technologies is beneficial.

We are focusing much of our research and development investment on integrating our products into a unified product development
system. This strategy is supported by changes we have made to both our product planning and product testing processes. These
planning and testing phase changes ensure that the products work together in a cohesive system across specific customer business
processes.

‘We also work closely with our customers to define improvements and enhancements to be integrated into our products. Using this
approach, customers become involved in the software design process to help validate feasibility and to provide feedback on
functionality early in the development of our products. In addition, we maintain software and hardware partner programs designed
to provide partners both with access to our products and with the mechanisms and environment to facilitate the integration of
complementary products with our product lines. Through our open software toolkits, program members can build tightly integrated
solutions that satisfy the various requirements of our customers.

Information about our reéearch and development expenditures for the three-year period from 2002 through 2004 may be found in
the section titled “Management’s Discussion and Analysis of Financial Condition and Results of Operations” beginning on page 8
below. ‘

Sales and Marketing

‘We derive most of our revenue from products and services distributed directly by our sales force to our end-user customers. In
addition, we offer products through third-party distributors. No single customer accounted for more than 10% of our revenue in any
of the last three fiscal years. Our direct sales force focuses on large accounts, while our reseller channel provides a cost-effective
means of covering the small and medium business market.

Within our direct sales force, there are both strategic accounts and general business accounts units. The strategic accounts unit is
further segmented into vertical groups, such as acrospace and defense, automotive, consumer products, electronics and high
technology, footwear and apparel, industrial products and life sciences. This vertical orientation is mirrored in our services delivery
organization and, increasingly, in the products we deliver to strategic accounts. In addition, we continue to broaden our indirect
distribution channel through alliances with third-party resellers and other strategic partners who provide products and/or services
that complement our offerings. Our resellers distribute products such as Pro/ENGINEER and provide related services throughout
North America, Europe and parts of Asia/Pacific; our other strategic partners help complement our product development system
with ancillary offerings. We also have begun to train a select number of resellers to distribute our Windchill Link solutions to the
small and medium businéss market.

Information about our international and domestic operations may be found in Note L of “Notes to Consolidated Financial
Statements” and the section titled “Management’s Discussion and Analysis of Financial Condition and Results of Operations”
beginning on page 8 below.

Competition

There are a number of companies offering solutions that address specific functional areas covered by our PLM solutions such as:
Dassault Systemes and UGS for traditional design solutions, PDM solutions and visualization and digital mock-up solutions; Agile
Software Corp. and MatrixOne for PDM solutions; and i2 Technologies Inc. for part sourcing solutions. In addition, larger,

5




better-known enterprise-solution companies with established customers have entered the PLM market offering solutions integrated
with their other enterprise software applications. For example, SAP offers a solution that controls product data within the larger
framework of its ERP solution. We believe that our PLM solutions currently offer broader and deeper functionality, more
specifically targeted toward the product development processes within discrete manufacturing companies. We, along with our
resellers, compete with design products from companies such as Autodesk, Inc. and Solidworks, a subsidiary of Dassault Systemes,
for sales to smaller manufacturing customers.

Proprietary Rights

Our software products and our trademarks, including our company names, product names and logos, are proprietary. We protect
our intellectual property rights in these items by relying on copyrights, trademarks, patents and common law safeguards, including
trade secret protection, as well as restrictions on disclosures and transferability contained in our agreements with other parties.
Despite these measures, there can be no assurance that the laws of all relevant jurisdictions will afford adequate protection to our
products and other intellectual property.

The software industry is characterized by frequent litigation regarding copyright, patent and other intellectual property rights.
While we have not, to date, had any material claims of this type asserted against us, there can be no assurance that someone will
not assert such claims against us with respect to existing or future products or other intellectual property or that, if asserted, we
would prevail in such claims. In the event a lawsuit of this type is filed, it could result in significant expense to us and divert the
efforts of our technical and management personnel, whether or not we ultimately prevail.

We believe that, due to the rapid pace of innovation within our industry, factors such as the technological and creative skills of our
personnel are as important to establishing and maintaining a technology leadership position within the industry as are the various
legal protections surrounding our technology. We believe that our products, technology and trademarks do not infringe any existing
proprietary rights of others, although there can be no assurance that third parties will not assert infringement claims in the future.
Certain of our products also contain technology developed and licensed from third parties. We likewise may be susceptible to
infringement claims with respect to these third-party technologies.

PTC, the PTC Logo, Parametric Technology Corporation, The Product Development Company, Product First, The way to Product
First, Create Collaborate Control, Simple Powerful Connected, Pro/ENGINEER, Wildfire, Pro/DESKTOP, Pro/INTRALINK,
MECHANICA, GRANITE, Windchill, Windchill ProjectLink, Windchill PartsLink, Windchill DynamicDesignLink, Windchill
PDMLink, and InterComm and all product names in the PTC product family are trademarks or registered trademarks of PTC or our
subsidiaries in the United States and/or other countries.

Backlog

We generally ship our products within 30 days after acceptance of a customer order. A high percentage of our license revenue
historically has been generated in the third month of each fiscal quarter, and this revenue tends to be concentrated in the later part
of that month. Accordingly, orders may exist at the end of a quarter that have not been shipped and not recognized as revenue. We
do not believe that our backlog at any particular point in time is indicative of future sales levels.

Employees

As of September 30, 2004, we had 3,042 employees, including 945 in sales and marketing; 812 in customer support, training and
consulting; 314 in general and administration; and 971 in product development. Of these employees, 1,362 were located in the
United States and 1,680 were located outside the United States.

Website Access to Reports and Code of Business Conduct and Ethics

Our Internet address is www.ptc.com. Through our Internet website, we make available the following reports as soon as reasonably
practicable after electronically filing them with, or furnishing them to, the SEC: our annual report on Form 10-K; our
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quarterly reports on Form 10-Q; our current reports on Form 8-K; and amendments to those reports filed or furnished pursuant to
Sections 13(a) or 15(d) of the Securities Exchange Act of 1934. Our Proxy Statements for our Annual Meetings and our Section 16
Officer trading reports on SEC Forms 3, 4 and 5 also are available through our Internet website. The reference to our website is not
intended to incorporate information on our website into this document by reference.

Our Code of Business Cohduct and Ethics also is available through our Internet website. Additional information about this code
and amendments and waivers thereto can be found below in Part I1I, Item 10 of this Annual Report.

ITEM 1A: Executive Officers of the Registrant

Information about our executive officers is incorporated by reference from Part III, Item 10 of this Annual Report.

ITEM 2: Properties

We lease 100 offices in the United States and internationally through our non-U.S. subsidiaries, predominately as sales and/or
support offices and for research and development work. Of our total of approximately 1,039,000 square feet of leased facilities
used in operations, approximately 492,000 square feet are located in the U.S., including 296,000 square feet of our headquarters
facility located in Needham, Massachusetts. The lease for our headquarters began in December 2000 and expires in December
2012, subject to certain renewal rights. We also lease space comprising approximately 580,000 square feet, which is not used for
our current operations and is primarily subleased to third parties. This space includes 376,000 square feet of space in Bedford,
Massachusetts acquired in our merger with Computervision Corporation in January 1998. As described in Notes B and F of “Notes
to the Consolidated Financial Statements,” lease commitments on unused facilities in excess of expected sublease income have
been included in our restructuring provisions. We continue to engage in subleasing and early lease termination initiatives to employ
alternate uses for these excess facilities. We believe that our facilities are adequate for our present needs.

ITEM 3: Legal Proceedings

Certain class action lawsuits were filed by shareholders in the second and third quarters of 2003 against us and certain of our
current and former officers and directors in the U.S. District Court for the District of Massachusetts claiming violations of the
federal securities laws based on alleged misrepresentations regarding our reported financial results for the fiscal years 1999, 2000
and 2001 and our announced results for 2002. The consolidated amended complaint was filed in the fourth quarter of 2003 and
sought unspecified damages. We filed a motion to dismiss the consolidated action with prejudice and the court held a hearing on
our motion in the third quarter of 2004. On November 3, 2004, the court granted our motion to dismiss and entered an order
dismissing the consolidated action. The plaintiffs did not file a notice of appeal from the court’s order within the applicable period
of time for them to do so, which should conclude the litigation.

On May 30, 2003, a lawsuit was filed against us in the U.S. District Court for the District of Massachusetts by Rand A Technology
Corporation and Rand Technologies Limited (collectively “Rand”). Rand historically had been our largest distributor. The
complaint alleges various breaches of a revised distribution agreement entered into in December 2002, as well as other agreements
between Rand and us, and also asserts certain non-contract claims. The complaint, as amended, seeks equitable relief and
substantial damages. On November 24, 2003, we filed our substantive response to Rand’s complaint and asserted counterclaims
against Rand including, among other things, that Rand’s action in filing the lawsuit constituted a breach of the December 2002
agreement, which established certain dispute resolution procedures and which, we believe, discharged any and all claims arising
prior to that date. We believe Rand’s claims are without merit and will continue to contest them vigorously. We also intend
diligently to prosecute our counterclaims. We cannot predict the ultimate resolution of this action at this time, and there can be no
assurance that this action; will not have a material adverse impact on our financial condition or results of operations.

We also are subject to various legal proceedings and claims that arise in the ordinary course of business. We currently believe that
resolving these other matters will not have a material adverse impact on our financial condition or results of operations.

ITEM 4: Submission of Matters to a Vote of Security Holders

No matters were submitted to a vote of security holders during the last quarter of 2004.
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PART II

ITEM 5: Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of Equity Securities

Information with respect to this item may be found in the section captioned “Quarterly Financial Information” on page F-30 below.

On September 30, 2004, the close of our fiscal year, our common stock was held by 5,596 shareholders of record. As of November
30, 2004, our common stock was held by 5,577 shareholders of record. We have not paid cash dividends on our common stock and
have historically retained earnings for use in our business. We intend to review our policy with respect to the payment of dividends
from time to time; however, there can be no assurance that any dividends will be paid in the future.

ITEM 6: Selected Financial Data

Information with respect to this item may be found in the section captioned “Five-Year Summary of Selected Financial Data” on
page F-30 below.

ITEM 7: Management’s Discussion and Analysis of Financial Condition and Results of Operations
Forward-Looking Statements

Statements in this Annual Report on Form 10-K about our anticipated financial results and growth, as well as about the
development of our products and markets, are forward looking statements that are based on our current plans and assumptions.
Important information about the bases for these plans and assumptions and certain factors that may cause our actual results to
differ materially from these statements are contained below and in “Important Factors That May Affect Future Results” beginning
on page 24.

Unless otherwise indicated, all references to a year reflect our fiscal year that ends on September 30.

Executive Overview

Over the last several years, we have been transforming PTC from a one-product company in a mature CAD/CAM/CAE market to a
multi-product company in the emerging PLM market. Our core business focus has been to provide design solutions to customers
through our flagship Pro/ENGINEER® design software, and revenue associated with our design solutions continues to comprise a
majority of our revenue. During the past few years, however, the discrete market for computer-aided design solutions has declined,
and our revenue in this market also has declined. Although much of this decline is a result of market factors, including
unwillingness by customers to invest in this market during difficult economic conditions, the decline in our design solutions
revenue also is attributable to the relative saturation and increased competitiveness of the North American and European markets
for design solutions, and the relative difficulty of displacing incumbent software vendors within this finite market.

Although the discrete market for computer-aided design solutions has declined, we believe that Asia-Pacific continues to present
opportunity for growth, as global manufacturing companies have continued to invest in that region, the market in that region for
both our design and collaboration and control solutions is relatively unsaturated and economic conditions in that region appear to
be improving. Additionally, we believe that there is opportunity for growth in the collaboration and control solutions market and
we have seen this market and the computer-aided design solutions market converge into a broader PLM opportunity. To position
our company to capitalize on the opportunity presented by the emerging PLM market, we have, among other things, significantly
remodeled our product lines, overhauled our distribution infrastructure, and created marketing and sales tools aimed at educating
our customers concerning the benefits of our offerings. Much of this investment occurred during the recent economic downturn,
which in turn put pressure on our revenue performance and operating profitability. Nevertheless, using cash built up during the
1990s when we experienced sustained growth with our design solutions, as well as using cash generated from our ongoing
operations, we were able to proceed with these strategic investments. We believe that our investment in this strategy will
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contribute to our success over the long term. We recently have introduced award-winning products that allow our customers to
implement a scalable product development system that meets their requirements for both functionality and return on investment,
two critical variables in today’s economic environment.

With a good portion of this business transformation investment behind us, beginning in 2003 and continuing during 2004 we
embarked on cost cutting initiatives focusing on improving profitability. Although these reductions likely negatively impacted our
overall revenue performance in 2003 and 2004, as demonstrated in the following graphs, these cost reductions have improved our
overall profitability in 2004 and have provided operating leverage for the future.
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Looking forward, we are focusing on our long-term goals of growing revenue and increasing our operating margins by leveraging
our industry-leading solutions, improved distribution model, and reduced cost structure. Qur goal is to increase revenue both by
increasing sales of our existing products and by pursuing strategic corporate development opportunities. To achieve these goals, we
intend to embark on a course of making measured increases to our direct sales force and reseller channel, to make strategic
investments in vertical product solutions as demand for our products dictate, and to continue to make strategic investments in the
Asia-Pacific market, while remaining focused on profitability and actively evaluating potential acquisitions. Our overall
performance will depend on, among other factors: (i) improved economic conditions and the strengthening of technology spending
in the global manufacturing sector; (ii) our ability to elevate PLM expenditures over other technology spending as a budgetary
priority among our customers; (iii) our ability to successfully execute our product strategy to provide an integrated, easy to use and
rapidly deployable suite'of PLM software solutions that customers can deploy to create a product development system that meets
their evolving requirements; (iv) our ability to differentiate our products and services from those of our competitors, including
larger companies with established enterprise relationships with our customers; and (v) our ability to successfully execute on
corporate development initiatives. Our enhanced suite of PLM software solutions provides the foundation for our future growth, as
these solutions provide a basis for expanding our relationships with existing customers who have previously purchased our
traditional high-end design products. We must accordingly focus on enhancing and marketing our product and service offerings so
that our customers are able to understand and realize their advantages.

Our performance also will depend on our ability to undertake our strategic initiatives while at the same time controlling increases
in our current operating cost structure. In 2003, we began implementing cost cutting initiatives (discussed further below) designed
to reduce our quarterly operating cost structure to approximately $150 million, excluding restructuring charges, by the end of fiscal
2004. By the end of the second quarter of 2004, those cost reductions had reduced our quarterly operating cost structure to under
$150 million. In connection with these reductions, we incurred restructuring charges of $42.9 million in 2004 and $30.9 million in
2003. We completed our restructuring program in the fourth quarter of 2004.

Finally, our success also will depend on other factors, including: (i) our ability to optimize our sales and services coverage and
productivity through, among other means, effective utilization and management of our resellers and other strategic partners as well
as our own sales force; (ii) our ability to further improve customer satisfaction and to build customer references; (iii) our effective
management of our development resources; (iv) our success at penetrating strategic emerging markets; and (v) our ability to
migrate our customers to a more robust PLM product development system. We believe that we have made progress on these
initiatives; however, spending in our sector of the economy has been weak. Although recent economic indicators have suggested
that technology spending has begun to increase modestly, technology spending in the manufacturing sector is expected to lag
behind overall increases in technology spending.




Although we experienced modest improvements in our revenue in the second half of 2004 compared to the second half of 2003,
our total revenue in 2004, as well as in 2003 and 2002, has declined. We attribute these declines to a number iof factors, including
the relative saturation and increased competitiveness of the North American and European markets for design solutions, continued
reluctance of our customers to consummate large software purchases, reduced delivery capacity in connection with headcount
reductions in our services business, ongoing weakness in technology spending in the global manufacturing economy and the
relative infancy of the PLM market.

We derived 65%, 63% and 58% of our total revenue from sales to customers outside of North America in 2004, 2003 and 2002,
respectively. While we believe ongoing weakness in technology spending continues to affect all of our geographic regions, we
believe that Asia-Pacific presents the greatest opportunity for growth as global manufacturing companies havie continued to invest
in that region, the market in that region for both our design and collaboration and control solutions is relatively unsaturated and
economic conditions in that region appear to be improving.

License revenue accounted for 30%, 31% and 33% of total revenue in 2004, 2003 and 2002, respectively. Service revenue, which
has a lower gross profit margin than license revenue, accounted for 70%, 69% and 67% of total revenue in 2004, 2003 and 2002,
respectively. Although service revenue as a percentage of overall revenue has increased slightly over this three-year period, the
composition of our service revenue has changed. Compared to 2003, maintenance revenue for 2004 was up 5% {(down 2% on a
consistent foreign currency basis), representing 70% of overall services revenue in 2004 compared to 66% in.2003, while other
service revenue in 2004 was down 13% over 2003, representing 30% of overall service revenue in 2004 compared to 34% in 2003.
Maintenance revenue in 2004 was favorably impacted by customers’ adoption of Pro/ENGINEER Wildfire and growth in
Windchill license revenue. However, our other service revenue (consulting, implementation, education and other support revenue)
was adversely affected by the removal of a portion of our services delivery headcount in connection with our cost reductions.

In the second quarter of 2003, with the launch of Pro/ENGINEER Wildfire, we began selling a product development system
package called “Flex 3C” for Create, Collaborate and Control. This package includes Pro/ENGINEER Wildfire with advanced
engineering modules, Windchill ProjectLink, and Windchill PDMLink as a data management option. Because the package includes
both design solutions and collaboration and control solutions, for purposes of reporting revenues by product categories, we allocate
revenue from sales of the Flex 3C package among our two product categories. Revenue from sales of new Flex 3C licenses is
allocated 90% to our design solutions and 10% to our collaboration and control solutions. Revenue from upgrades to the Flex 3C
package is allocated 50% to our design solutions and 50% to our collaboration and control solutions. In line with customer demand
for a complete product development system, we foresee that we will continue to offer packages that include both design solutions
products and collaboration and control solutions products. As such, the delineation between the two product lines may become less
meaningful and, accordingly, we may revise our product categories.

We have been building and diversifying our reseller channel to become less dependent on a small number of distributors and to
provide the resources necessary for more effective distribution of our products. Although we typically receive lower revenue per
seat for an indirect sale versus a direct sale, we believe that utilizing diverse and geographically dispersed distributors that focus on
smaller businesses will provide an efficient and cost effective means to reach these customers, while allowing our direct sales force
to focus on larger sales opportunities. License sales from our reseller channel, which are primarily for design solutions, were $56.2
million, $45.9 million and $44.0 million in 2004, 2003 and 2002, respectively. This growth is due in part to our efforts to expand
our reseller channel as mentioned above. We also attribute the increase in reseller channel revenue to the growing success of
Pro/ENGINEER Wildfire in small and medium businesses both relative to our historic offerings as well as to competitive offerings
in this market segment. Increases in revenue from our reseller channel have occurred in tandem with the expiration of our
arrangement with Rand A Technology Corporation, which historically had been our largest distributor. Rand A Technology
Corporation’s distribution rights for certain territories expired on December 31, 2003 and, for the remaining territories, expired at
the end of March 2004. The expiration of Rand’s distribution rights has not had a material effect on our operating results, as the
customers formerly serviced by Rand may now be serviced by PTC directly or by other PTC resellers. We are also currently
involved in a lawsuit with Rand, as described in Part I, Item 3, “Legal Proceedings”.
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contribute to our success over the long term. We recently have introduced award-winning products that allow our customers to
implement a scalable product development system that meets their requirements for both functionality and return on investment,
two critical variables in today’s economic environment.

With a good portion of this business transformation investment behind us, beginning in 2003 and continuing during 2004 we
embarked on cost cutting initiatives focusing on improving profitability. Although these reductions likely negatively impacted our
overall revenue performance in 2003 and 2004, as demonstrated in the following graphs, these cost reductions have improved our
overall profitability in 2004 and have provided operating leverage for the future.
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Looking forward, we are focusing on our long-term goals of growing revenue and increasing our operating margins by leveraging
our industry-leading solutions, improved distribution model, and reduced cost structure. Our goal is to increase revenue both by
increasing sales of our existing products and by pursuing strategic corporate development opportunities. To achieve these goals, we
intend to embark on a course of making measured increases to our direct sales force and reseller channel, to make strategic
investments in vertical product solutions as demand for our products dictate, and to continue to make strategic investments in the
Asia-Pacific market, while remaining focused on profitability and actively evaluating potential acquisitions. Our overall
performance will depend on, among other factors: (i) improved economic conditions and the strengthening of technology spending
in the global manufacturing sector; (ii) our ability to elevate PLM expenditures over other technology spending as a budgetary
priority among our customers; (iii) our ability to successfully execute our product strategy to provide an integrated, easy to use and
rapidly deployable suite of PLM software solutions that customers can deploy to create a product development system that meets
their evolving requirements; (iv) our ability to differentiate our products and services from those of our competitors, including
larger companies with established enterprise relationships with our customers; and (v) our ability to successfully execute on
corporate development initiatives. Our enhanced suite of PLM software solutions provides the foundation for our future growth, as
these solutions provide a basis for expanding our relationships with existing customers who have previously purchased our
traditional high-end design products. We must accordingly focus on enhancing and marketing our product and service offerings so
that our customers are able to understand and realize their advantages.

Our performance also will depend on our ability to undertake our strategic initiatives while at the same time controlling increases
in our current operating cost structure. In 2003, we began implementing cost cutting initiatives (discussed further below) designed
to reduce our quarterly operating cost structure to approximately $150 million, excluding restructuring charges, by the end of fiscal
2004. By the end of the second quarter of 2004, those cost reductions had reduced our quarterly operating cost structure to under
$150 million. In connection with these reductions, we incurred restructuring charges of $42.9 million in 2004 and $30.9 million in
2003. We completed our restructuring program in the fourth quarter of 2004.

Finally, our success also-will depend on other factors, including: (i) our ability to optimize our sales and services coverage and
productivity through, among other means, effective utilization and management of our resellers and other strategic partners as well
as our own sales force; (ii) our ability to further improve customer satisfaction and to build customer references; (iii) our effective
management of our development resources; (iv) our success at penetrating strategic emerging markets; and (v) our ability to
migrate our customers to a more robust PLM product development system. We believe that we have made progress on these
initiatives; however, spending in our sector of the economy has been weak. Although recent economic indicators have suggested
that technology spending has begun to increase modestly, technology spending in the manufacturing sector is expected to lag
behind overall increases in technology spending.




Additional factors affecting our revenues and operating results are identified under “Important Factors That May Affect Future
Results” beginning on page 24.

Results of Operations
Overview

The following is a summary of our results of operations for the last three years. A detailed discussion regarding these results
follows the table below: .
Percent Percent
2004 Change 2003 Change 2002
(Dollar amounts in millions)

TOtAl TEVENUE . .. ittt ettt et $660.0 )% $671.9 N% $742.0
Total costs and eXPensSes . ... ...ttt e 622.6 (AN% 751.6 (8)% 820.4
Operating income (1088) . .. ..o vttt e $ 374 147% $(79.7) Q)% $(78.4)
Other income (EXPensSe), MEL ..o v vt vttt it ettt e ine e 0.4) (2.8) 4.1
Provision for income taxes . . ... ..ottt e 2.2 15.8 19.3
Net InCome (108S) & . vt vttt et e e e $ 348 135% $(98.3) (5)% $(93.6)

+ Total revenue was $660.0 million in 2004, $671.9 million in 2003 and $742.0 million in 2002.

* License revenue was $198.9 million in 2004, $205.3 million in 2003 and $242.9 million in 2002.

¢ Service revenue was $461.1 million in 2004, $466.6 million in 2003 and $499.1 million in 2002.

* Collaboration and control solutions revenue was $179.3 million in 2004, $173.5 million in 2003 and $177.1 million in 2002.

» Design solutions revenue was $480.7 million in 2004, $498.4 million in 2003 and $564.9 million in 2002.

e Amortization of goodwill and other intangible assets was $5.2 million in 2004, $5.9 million in 2003 and $35.8 million in 2002.
¢ Restructuring and other charges were $42.9 million in 2004, $30.9 million in 2003 and $31.2 million in 2002.

» Total costs and expenses, including restructuring and other charges, was $622.6 million in 2004, $751.6 million in 2003 and
$820.4 million in 2002,

* In 2004, we recognized a one-time tax benefit of $18.9 million due to a favorable resolution of prior-year tax audits with the
Internal Revenue Service.

* Net income (loss) was $34.8 million in 2004, $(98.3) million in 2003 and $(93.6) million in 2002. The improvement in our
2004 results is primarily attributable to reductions in our operating cost structure.
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The following table shows certain consolidated financial data as a percentage of our total revenue for the last three years:

Revenue:
License
Service
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Our revenue consists of software license revenue and service revenue, which includes software maintenance as well as consulting,
implementation, education and other technical support revenue. We presently report our revenue in two product categories: (1) our
collaboration and data management technologies (collaboration and control solutions), including our Windchille Internet-based
software, and (2) our computer-aided design, manufacturing and engineering software (design solutions), including our flagship
Pro/ENGINEERe design software. The following table illustrates trends from 2002 to 2004 in our software license revenue and in
our service revenue, as well as in our two product categories and by geography.

Percent Percent
2004 Change 2003 Change 2002
(Dollar amounts in millions)
LICENSE TEVEMUE . ..ottt t ettt e et et et e et e e e e e $198.9 3)% $2053 (15)% $242.9
Service revenue: ‘
MaintenancCe TEVENUE . .. ..ot vttt et e e ettt 3234 5% 309.1 ©®)% 3296
Other ServiCe TEVENUE . . . ..ottt ettt et i et 137.7 (13)% 157.5 M% 169.5
Total SErviCe reVENUE . ... ..ottt 461.1 (% 466.6 (M%  499.1
Total TEVENUE . .. ot i e $660.0 2)%* $671.9 (9%* $742.0
Revenue by product category:
Collaboration and control solutions revenue . ...................... $179.3 3%  $1735 @)% $177.1
Design solutions réVenue . ... 480.7 ()% 498.4 (12)% 564.9
Revenue by geography:
NOMh AMEIICA .. i\ttt et et $2329 M% $2494 Q0% $310.7
Burope ... o 240.2 — %* 239.8 (2)%* 2459
AsiaPacific ....... ... . 186.9 2%* 182.7 (H%* 1854

* On a consistent foreign currency basis from the prior period, total revenue decreased 7% in 2004 compared to 2003 and
decreased 14% in 2003 compared to 2002, revenue in Europe decreased 10% in 2004 compared to 2003 and decreased 16% in
2003 compared to 2002, and revenue in Asia Pacific decreased 3% in 2004 compared to 2003 and decreased 4% in 2003
compared to 2002.
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Although we experienced modest improvements in our revenue in the second half of 2004 compared to the second half of 2003,
our total revenue in 2004, as well as in 2003 and 2002, has declined. We attribute these declines to a number of factors, including
the relative saturation and increased competitiveness of the North American and European markets for design solutions, continued
reluctance of our customers to consummate large software purchases, reduced delivery capacity in connection with headcount
reductions in our services business, ongoing weakness in technology spending in the global manufacturing economy and the
relative infancy of the PLM market.

‘We derived 65%, 63% and 58% of our total revenue from sales to customers outside of North America in 2004, 2003 and 2002,
respectively. While we believe ongoing weakness in technology spending continues to affect all of our geographic regions, we
believe that Asia-Pacific presents the greatest opportunity for growth as global manufacturing companies have continued to invest
in that region, the market in that region for both our design and collaboration and control solutions is relatively unsaturated and
economic conditions in that region appear to be improving.

License revenue accounted for 30%, 31% and 33% of total revenue in 2004, 2003 and 2002, respectively. Service revenue, which
has a lower gross profit margin than license revenue, accounted for 70%, 69% and 67% of total revenue in 2004, 2003 and 2002,
respectively. Although service revenue as a percentage of overall revenue has increased slightly over this three-year period, the
composition of our service revenue has changed. Compared to 2003, maintenance revenue for 2004 was up 5% (down 2% on a
consistent foreign currency basis), representing 70% of overall services revenue in 2004 compared to 66% in 2003, while other
service revenue in 2004 was down 13% over 2003, representing 30% of overall service revenue in 2004 compared to 34% in 2003.
Maintenance revenue in 2004 was favorably impacted by customers’ adoption of Pro/ENGINEER Wildfire and growth in
Windchill license revenue. However, our other service revenue (consulting, implementation, education and other support revenue)
was adversely affected by the removal of a portion of our services delivery headcount in connection with our cost reductions.

In the second quarter of 2003, with the launch of Pro/ENGINEER Wildfire, we began selling a product development system
package called “Flex 3C” for Create, Collaborate and Control. This package includes Pro/ENGINEER Wildfire with advanced
engineering modules, Windchill ProjectLink, and Windchill PDMLink as a data management option. Because the package includes
both design solutions and collaboration and control solutions, for purposes of reporting revenues by product categories, we allocate
revenue from sales of the Flex 3C package among our two product categories. Revenue from sales of new Flex 3C licenses is
allocated 90% to our design solutions and 10% to our collaboration and control solutions. Revenue from upgrades to the Flex 3C
package is allocated 50% to our design solutions and 50% to our collaboration and control solutions. In line with customer demand
for a complete product development system, we foresee that we will continue to offer packages that include both design solutions
products and collaboratien and control solutions products. As such, the delineation between the two product lines may become less
meaningful and, accordingly, we may revise our product categories.

We have been building and diversifying our reseller channel to become less dependent on a small number of distributors and to
provide the resources necessary for more effective distribution of our products. Although we typically receive lower revenue per
seat for an indirect sale versus a direct sale, we believe that utilizing diverse and geographically dispersed distributors that focus on
smaller businesses will provide an efficient and cost effective means to reach these customers, while allowing our direct sales force
to focus on larger sales opportunities. License sales from our reseller channel, which are primarily for design solutions, were $56.2
million, $45.9 million and $44.0 million in 2004, 2003 and 2002, respectively. This growth is due in part to our efforts to expand
our reseller channel as mentioned above. We also attribute the increase in reseller channel revenue to the growing success of
Pro/ENGINEER Wildfire in small and medium businesses both relative to our historic offerings as well as to competitive offerings
in this market segment. Increases in revenue from our reseller channel have occurred in tandem with the expiration of our
arrangement with Rand A Technology Corporation, which historically had been our largest distributor. Rand A Technology
Corporation’s distribution rights for certain territories expired on December 31, 2003 and, for the remaining territories, expired at
the end of March 2004. The expiration of Rand’s distribution rights has not had a material effect on our operating results, as the
customers formerly serviced by Rand may now be serviced by PTC directly or by other PTC resellers. We are also currently
involved in a lawsuit with Rand, as described in Part I, Item 3, “Legal Proceedings”.
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Collaboration and Control Solutions Revenue

The following table illustrates trends from 2002 to 2004 in our collaboration and control solutions software license revenue and
service revenue:

Percent Percent
2004 Change 2003 Change 2002

(Dollar amounts in millions)

Collaboration and control solutions:

LiCenSe TEVEIUE . ... ittt ittt e $ 59.6 3% $ 57.7 M% $ 619
Service revenue: :

MaintenanCe rEVENUE . . ... . ottt e e e 47.4 37% 34.5 9% 31.6

Other ServiCE TEVENUE . . .. ... oot e e 72.3 ah% 813 3% 83.6

Total ServiCETEVENUE .. ... . it 119.7 3% 1158 1% 1152

TOtAL TEVEIIUE . . ..ottt ettt et e e e e e e e $179.3 3% $173.5 )% $177.1

Total revenue from our collaboration and control solutions software and related services was 27%, 26% and 24% of our total
revenue in 2004, 2003 arid 2002, respectively.

Collaboration and control solutions license revenue grew 3% in 2004 compared to 2003 after having decreased 7% in 2003
compared to 2002. Although we are encouraged by this recent performance, particularly in the second part of 2004, the PLM
market is still in its early stages and we continue to observe reluctance on the part of our customers to consummate large software
purchases, particularly in this evolving market. Further, we have seen an ongoing trend of customers purchasing PLM solutions in
incremental fashion and have continued to see sales shift from enterprise-level Windchill modules to our Windchill Link solutions.
We feel that we have addressed this evolving customer demand with our Windchill Link solutions (described below), as well as
with our product development system adoption roadmap, which provides customers with a suggested approach for purchasing and
implementing our solutions in stages.

The increase in collaboration and control solutions maintenance revenue for all periods presented is attributable to a growing user
base of our Windchill solutions and the introduction of our Flex 3C package in 2003, which includes Windchill software. Other
service revenues have been adversely affected by the removal of a portion of our delivery capacity in connection with our cost
reductions.

To improve our ability to provide PLM solutions to a broader range of customers, to complement our enterprise offerings and to
meet evolving customer demand, we have introduced Windchill-based solutions targeted at specific business-critical PLM
processes (our Windchill Link solutions). In 2004, 2003 and 2002, Windchill Link solutions license revenue was $29.7 million,
$29.9 million and $11.4 million, respectively, which represented 50%, 52% and 18%, respectively, of our collaboration and control
license revenue. We expect that our Windchill Link solutions will continue to gain acceptance with existing and new customers,
and that they will comprise a large portion of our overall Windchill license revenue. We believe these solutions address a growing
customer demand for better return on investment as they can be implemented in incremental fashion. As the requirements of our
customers and the general market change, we plan periodically to evaluate the need for additional solutions.

In addition to these product changes, we also have begun to expand our distribution of our PLM solutions by recently offering a
limited number of qualiﬁed resellers the ability to sell our Windchill Link solutions as well as related services. In 2004, we also
completed the acquisition of OHIO Design Automation, Inc., a developer of collaboration solutions for electronics design. This
acquisition will allow us to better serve the high technology and electronics industries by providing the technology necessary to
offer an integrated solution, enabling the dynamic management of both mechanical and electrical design information. We have
begun to integrate OHIO:Design Automation’s technology into the Windchill product line for future release, while continuing to
offer the technology on a stand-alone basis. OHIO Design Automation’s revenues on a historic stand-alone basis were not
significant.
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Design Solutions Revenue
The following table illustrates trends from 2002 to 2004 in our design solutions software license revenue and service revenue:

Percent Percent
2004 Change 2003 Change 2002

(Dollar amounts in millions)

Design solutions:

CLICEMSE TEVEIUE . . oot ittt et e e e $139.3 6)% $147.6 (18)% $181.0
Service revenue:

Maintenance rEVEINUE . . . .. v vttt it ittt et et 276.0 1% 274.6 &% 298.0

Other SEIVICE TEVEIUE . . .« . vttt ettt et e e e e et 654 (4% 762 (D)% 85.9

Total SEervICE TEVENUE . ..ottt et et e 3414 ﬁ)% 3508 (9% 383.9

TOtal FEVEIIUE . . ottt et et et e e s $480.7 D% $4984  (12)% $564.9

Total revenue from our design solutions and related services was 73%, 74% and 76% of our total revenue in 2004, 2003 and 2002,
respectively. Compared to the prior year, design solutions license revenue reflects an increase in software unit sales of 12% in 2004
and a decline in software unit sales of 9% in 2003, and reflects decreases in the average selling price per seat of 16% in 2004 and
10% in 2003. The 2004 increase in unit sales, or seats, and decrease in the average selling price per seat are attributable, in part, to
a higher mix of lower-end software packages being sold due to growing acceptance of Pro/ENGINEER Wildfire in the low-end of
the mechanical computer-aided design market, as well as to an increased mix of sales completed by resellers, for which we receive
lower revenue per seat. The decrease in design solutions total service revenue is due in large part to the lag effect of license
revenue declines in prior periods and also has been adversely affected by the removal of a portion of our services delivery capacity
in connection with our cost reductions.

While we have experienced fluctuations in our design solutions revenue quarter to quarter, overall we are cautiously optimistic
that, with the introduction of Pro/ENGINEER Wildfire (discussed further below), our design solutions revenue has begun to
stabilize. However, in light of the unfavorable market conditions described below, future revenue trends for our design solutions
and related services remain uncertain.

Design solutions revenue continues to be adversely affected by: (i) the relative maturity and saturation of the North American and
European markets; (ii) the difficulty associated with displacing incumbent product design systems in the diserete market for
computer-aided design solutions; (iii) increased competition and price pressure from products offering more limited functionality
at lower cost; and (iv) weakness in technology spending in the global manufacturing economy, which has led to a decline in large-
dollar license transactions. The decrease in our design solutions revenue during 2003, compared to 2002, also reflects the sale of
our ICEM surfacing business in the fourth quarter of 2002. The ICEM business had contributed revenue of $11.2 million in 2002.

To address the decline in our design solutions revenue, we have introduced design solutions packages that have price points,
functionality and ease-of-use features that appeal to a broader spectrum of design solution users. Pro/ENGINEER Wildfire,
released in February 2003 and updated with Pro/ENGINEER Wildfire 2.0 in May 2004, supports Internet interfaces and Windchill-
based interfaces and provides customers with the opportunity to integrate more readily traditional design solutions with
collaboration and contrel solutions. The product’s user interface makes it more competitive with lower-end modeling tools on the
market that are known for ease-of-use, while maintaining the powerful functionality of Pro/ENGINEER. The new Internet
interface, which is unique to Pro/ENGINEER, offers a differentiated design solution to manufacturing companies looking for a
complete product development system. All Pro/ENGINEER customers on an active maintenance plan received Pro/ENGINEER
Wildfire as a maintenance release consistent with their current configurations, and we attribute our recent growth in design
solutions maintenance revenue, in part, to the success of Pro/ENGINEER Wildfire among existing customers. We also offer
various technology and service upgrade packages, allowing customers to purchase upgrades from their existing product
configuration to the full suite of Pro/ENGINEER Wildfire functionality.

Costs and Expenses

Over the past several years, we have made significant investments needed to transform our business from providing a single line of
technical software with a direct distribution model to providing a family of enterprise solutions with an expanded channel
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and partner-involved distribution model. We undertook to reduce our cost structure after completing a significant portion of this
transformation and we believe we will be able to maintain product quality and customer satisfaction, even with our reduced cost
structure. All cost and expense categories in 2004, 2003 and 2002 were impacted by restructuring actions taken in those periods.
The following table illustrates trends from 2002 to 2004 in our costs and expenses:

Percent Percent
2004 Change 2003 Change 2002

(Dollar amounts in millions)

Costs and Expenses

Cost Of ICENSE TEVENUE . . ... oottt e e it i $ 82 (25% $ 110 (B4H% $ 167
Cost Of SEIVICR TEVENUE . .. ..ottt e e et e e 1739  (16)% 207.5 4% 200.2
Sales and Marketing . . ... ... ..ottt 226.1  (24)% 298.5 (10)% 333.2
Research and development ............ ... ittt 108.0 (16)% 128.4 6)% 136.1
General and administrative ............ .t e 583  (16)% 69.4 3% 67.3
Amortization of goodwill:and other intangible assets ....................... 52 (A% 59 @)% 35.8
Restructuring and other charges ....................................... 429 39% 30.9 D% 31.2

Total costs and eXPensSes ... ......viiireet it $622.6  (17)%* $751.6 (8)%* $820.5

* On a consistent foreigr currency basis from the prior period, total costs and expenses decreased 20% in 2004 compared to 2003
and decreased 11% in 2003 compared to 2002.

Compared to the prior year, total costs and expenses decreased $129.0 million and $68.9 million in 2004 and 2003, respectively,
primarily as a result of our restructuring plan initiated in 2003 and completed in the fourth quarter of 2004. To achieve our
objective of restoring profitability, we implemented cost cutting measures that reduced our headcount, resulting in lower aggregate
salaries, benefits and related costs. As a result, our headcount has decreased over the last three years to 3,042, 3,500 and 3,803 at
the end of 2004, 2003 and 2002, respectively. In addition, our cost reduction initiatives resulted in reduced facility charges,
including rent and related overhead costs. Primarily as a result of headcount reductions and lease costs related to excess facilities,
we recorded restructuring and other charges of $42.9 million, $30.9 million and $31.2 million in 2004, 2003 and 2002,
respectively. See “Restructuring and Other Charges” below and Note B of “Notes to Consolidated Financial Statements” for
further discussion.

The decrease in costs and expenses in 2003 from 2002 was also due to lower amortization of goodwill and certain intangible assets
as a result of the adoption of Statement of Financial Accounting Standards (SFAS) No. 142, Goodwill and Other Intangible Assets,
and lower variable expenses resulting from lower revenues.

Cost of License Revenue :

Our cost of license revenue consists of fixed and variable costs associated with reproducing and distributing software and
documentation as well as'royalties owed to third parties for technology embedded in or licensed with our software products. Cost
of license revenue as a percentage of license revenue was 4% for 2004, 5% for 2003 and 7% for 2002. Cost of license revenue as a
percent of license revenue can vary depending on product mix sold and the effect of fixed and variable royalties in relation to the
level of license revenue. The decrease in cost of license revenue in 2004 and 2003 compared to the prior periods was primarily due
to lower royalty costs of approximately $2.2 million and $4.4 million, respectively, resulting primarily from lower revenue.

Cost of Service Revenue

Our cost of service revenue includes costs associated with training, customer support and consulting personnel, such as: salaries,
benefits and travel; third-party subcontractor fees; costs associated with the release of maintenance updates (including related
royalty costs); and facility costs. Cost of service revenue as a percentage of service revenue was 38% in 2004, 44% in 2003 and
40% in 2002. The decreased cost of service revenue in 2004 compared to prior periods is due primarily to our removal of a portion
of our services delivery headcount. Service revenue margins improved in 2004 from 2003, primarily due to this reduction in
service-related employee:headcount, reducing headcount in our services organization by 17% at the end of 2004 as compared to the
end of 2003 and resulting in a $16.9 million reduction in compensation, benefit and travel costs. In addition, royalty costs were
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$11.5 million lower in 2004 than in 2003, primarily as a result of a contract renegotiation finalized in the second quarter of 2004,
resulting in a one-time benefit of $5.0 million from the reversal of an accrual established in the fourth quarter of 2003. Compared
to 2002, service revenue margins in 2003 declined due to lower revenue and higher cost of service expense, including the fourth
quarter 2003 accrual referred to above, partially offset by a 6% decrease in service-related employee headcount at the end of 2003
compared to the end of 2002.

Sales and Marketing

Our sales and marketing expenses primarily include salaries and benefits, sales commissions, advertising and marketing programs,
travel and facility costs. Sales and marketing expenses as a percentage of total revenue were 34%, 44% and 45% for 2004, 2003
and 2002, respectively. Total sales and marketing employee headcount decreased 15% at the end of 2004 and 18% at the end of
2003 compared to the prior year. At the end of 2004, 2003 and 2002, sales and marketing headcount was 945, 1,114, and 1,358,
respectively. Compared to the prior year, total sales and markéting expenses decreased 24% in 2004 and 10% in 2003 primarily as
a result of the headcount reductions, as well as to reductions in marketing program costs, which, compared to the prior period, were
$8.4 million and $6.2 million lower in 2004 and 2003, respectively. In addition, sales commissions were lower by approximately
$10.1 million in 2003 compared to 2002 due to lower license and service revenue.

Research and Development

Our research and development expenses consist principally of salaries and benefits, costs of computer equipment and facility
expenses. Major activities of this organization include developing new releases of our software that work together in a more
integral fashion and that include functionality enhancements desired by our customers. Research and development expenses as a
percentage of total revenue were 16%, 19% and 19% in 2004, 2003 and 2002, respectively. Compared to the prior year, research
and development expenses decreased 16% in 2004 and decreased 6% in 2003. The decrease in 2004 and 2003 from the prior
periods is due primarily to shifting certain development activities to our existing facilities in India where overall research and
development costs are lower, to lower depreciation and telecommunication costs and, in 2004, to cost reductions from our
restructuring plan completed in that year, which resulted in a 10% lower headcount at the end of 2004 compared to the end of
2003.

General and Administrative

Our general and administrative expenses include the costs of our corporate, finance, information technology, human resources and
administrative functions as well as bad debt expense. General and administrative expenses as a percentage of total revenue were
9%, 10% and 9% for 2004, 2003 and 2002, respectively. Compared to the prior year, these costs decreased 16% in 2004 and
increased 3% in 2003. The decrease in 2004 is primarily due to a 7% reduction in headcount as well as lower depreciation, bad
debt expense and insurance costs. The decreases were partially offset by an increase in compensation expense associated with
incentive plan bonuses for which targets were met in 2004. The increase in 2003 is primarily related to increased insurance costs
and investments in information technology systems, as well as an increase in bad debt expense. Bad debt expense in 2004, 2003
and 2002 was $3.1 million, $5.1 million and $4.3 million, respectively.

Amortization of Goodwill and Other Intangible Assets

Amortization of goodwill and other intangible assets totaled $5.2 million, $5.9 million and $35.8 million in 2004, 2003 and 2002,
respectively. These costs represent the amortization of acquired intangible assets, including developed technology and customer
lists and, for intangible assets acquired prior to October 1, 2002, these costs also include the amortization of goodwill, trademarks
and assembled workforce. In July 2001, the Financial Accounting Standards Board issued SFAS No. 142, Goodwill and Other
Intangible Assets. SFAS No. 142 requires that, effective October 1, 2002, ratable amortization of goodwill and intangible assets
with indefinite useful lives be replaced with periodic impairment tests of those assets and that certain intangible assets other than
goodwill be amortized over their useful lives. In accordance with SFAS No. 142, beginning October 1, 2002, we no longer
amortize goodwill and certain intangible assets with an indefinite useful life, including acquired trademarks. As a result,
amortization of goodwill and other intangible assets decreased $29.9 million in 2003 compared to 2002. For a further discussion,
see Critical Accounting Policies—Valuation of Goodwill and Other Intangible Assets below and Note D of “Notes to Consolidated
Financial Statements.”
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In the third quarter of 2004, we completed the acquisition of OHIO Design Automation, Inc. for $9.8 million in cash. Ohio Design
Automation develops collaboration solutions for electronics design. The purchase price was allocated to assets acquired and
liabilities assumed based on our estimates of fair value. The values assigned included intangible assets of $1.8 million for customer
lists and $1.6 million for'purchased software, which are being amortized over estimated useful lives of 5 years and 3 years,
respectively. The excess purchase price over the amounts allocated to assets acquired and liabilities assumed of $7.0 million was
recorded as goodwill. Upon the fulfillment of certain specified conditions, an additional $2 million related to the acquisition will be
paid through April 2007.. Any such contingent payments will be recorded as operating expenses as incurred.

Restructuring and Other Charges

In 2004, 2003 and 2002, we recorded restructuring and other charges of $42.9 million, $30.9 million and $31.2 million,
respectively, primarily associated with reductions in workforce and excess facility obligations to reduce our cost structure and to
improve profitability. During those same periods, we made cash payments related to restructuring and other charges of $40.6
million, $24.4 million and $42.5 million, respectively. Amounts not yet paid at September 30, 2004 related to restructuring and
other charges taken during the current and all prior periods were $43.3 million and primarily relate to excess facility obligations to
be paid out through 2014. Of the total amount accrued at September 30, 2004, we expect to pay approximately $12 million within
the next twelve months.

In 2004, we recorded restructuring and other charges of $21.0 million for severance and termination benefits related to 459
employees terminated during 2004 and $21.9 million related primarily to excess facilities. The charges for excess facilities are
primarily related to gross lease commitments in excess of estimated sublease income for excess facilities. Of the total restructuring
and other charges recorded in 2004, $1.9 million was non-cash for the write-off of leasehold improvements related to the excess
facilities. This restructuring program was completed in the fourth quarter of 2004.

In 2003, we recorded restructuring charges of $17.9 million for severance and termination benefits related to 361 employees
terminated during 2003. We also recorded charges of $11.6 million related to excess facilities and $1.4 million of other costs,
primarily related to the write-off of acquired technology. The increases in the liability for excess facilities in 2003 related primarily
to revised estimates of gross lease commitments in excess of expected sublease income for leases assumed in our 1998 acquisition
of Computervision Corporation as well as to consolidating existing leased facilities.

In 2002, we recorded restructuring and other charges of $17.3 million for severance and termination benefits related to
approximately 310 employees who were notified or terminated during 2002 and $13.9 million related to excess facilities. The
excess facilities charge was primarily comprised of an increase to Computervision lease liabilities for existing excess facilities,
necessitated by changing real estate market conditions and related actions taken by several subtenants.

Interest Income

Interest income relates to earnings on the investment of our excess cash balances in various financial instruments and totaled $3.5
million, $3.3 million and $4.1 million in 2004, 2003 and 2002, respectively. The modest increase in interest income in 2004
compared to 2003 was due to earnings on higher average cash balances at lower interest rates in 2004 than in 2003. The 20%
decrease in interest income in 2003 compared to 2002 resulted primarily from lower investment returns and declines in average
investment balances.

Other Expense, Net

Other expense, net includes costs of hedging contracts, certain realized and unrealized foreign currency transaction gains or losses,
charges incurred in connection with financing customer contracts, write-downs of investments and foreign exchange gains or losses
resulting from the required period-end currency remeasurement of the financial statements of our subsidiaries that use the U.S.
dollar as their functional currency. A large portion of our revenue and expenses is transacted in foreign currencies. To reduce our
exposure to fluctuations in foreign exchange rates, we engage in hedging transactions involving the use of foreign currency
forward contracts and, from time to time, foreign currency option contracts, primarily in the Euro and in Asian currencies. Other
expense, net totaled $3.9 million, $6.1 million and $8.6 million in 2004, 2003 and 2002, respectively. The 36% decrease in other
expense, net, in 2004 compared to 2003 was due primarily to lower charges in connection with financing customer contracts, which
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were $2.1 million in 2004 compared to $3.9 million in 2003. The 30% decrease in other expense, net in 2003 compared to 2002
was due primarily to lower costs of foreign currency hedging. See Item 7A below and Note A of “Notes to Consolidated Financial
Statements.”

Gain on Sale of a Business

In the fourth quarter of 2002, we completed the sale of our ICEM surfacing business for $10.2 million in cash, resulting in a pre-
tax gain of $8.7 million.

Income Taxes

Our effective tax rate was 6% on pre-tax income of $37.0 million in 2004, 19% on a pre-tax loss of $82.4 million in 2003 and 26%
on a pre-tax loss of $74.3 million in 2002. The difference between the statutory federal income tax rate of 35% and the effective
tax rate of 6% in 2004 was due primarily to an $18.9 million one-time tax benefit related to the U.S. federal income tax refund
described below, partially offset by U.S. operating losses that could not be benefited and to taxes payable in certain foreign
jurisdictions. The difference between the statutory federal income tax rate benefit of 35% and the effective tax rate provision of
19% in 2003 was due primarily to U.S. operating losses that could not be benefited and to taxes payable in certain foreign
jurisdictions. The difference between the statutory federal income tax rate benefit of 35% and the effective tax rate provision of
26% in 2002 was due primarily to the increase in the valuation allowance for deferred tax assets (discussed below) and non-
deductible acquisition-related amortization costs, offset by a benefit due to the sale of the ICEM business. As a result of operating
losses incurred in recent years and uncertainty as to the extent and timing of profitability in future periods, in 2002 we increased
our valuation allowance for our remaining net deferred tax assets by approximately $48.0 million through the provision for income
taxes. Due to the uncertainty regarding the realizability of deferred tax assets (see Critical Accounting Policies below and Note E
of “Notes to Consolidated Financial Statements™), in 2004 and 2003 we further increased our valuation allowance for deferred tax
assets to match the increase in deferred tax assets, primarily related to U.S. operating losses.

In the normal course of business, PTC and its subsidiaries are examined by various taxing authorities, including the Internal
Revenue Service (IRS) in the United States. In fiscal 2004, the IRS concluded its examination of our income tax returns for fiscal
years 1998 through 2000 resulting in a tax refund, including interest, to us of $39.5 million. Notification of the refund amount was
received in the fourth quarter of 2004, and the refund was received in the first guarter of 2005. The refund resulted in a
nonrecurring tax benefit of $18.9 million in 2004. At September 30, 2004 and 2003, income taxes receivable included expected
refunds of U.S. federal income taxes and related interest totaling $39.5 million and $23.3 million, respectively.

Critical Accounting Policies

We have prepared our consolidated financial statements in accordance with accounting principles generally accepted in the United
States of America. In preparing our financial statements, we make estimates, assumptions and judgments that can have a significant
impact on our reported revenues, results from operations, and net income (loss), as well as on the value of certain assets and
liabilities on our balance sheet. These estimates, assumptions and judgments about future events and their effects on our results
cannot be determined with certainty, and are made based on our historical experience and on other assumptions that are believed to
be reasonable under the circumstances. These estimates may change as new events occur or additional information is obtained, and
we may periodically be faced with uncertainties, the outcomes of which are not within our control and may not be known for a
prolonged period of time. While there are a number of accounting policies, methods and estimates affecting our financial
statements described in Note A of “Notes to Consolidated Financial Statements,” the areas that are our most important critical
accounting policies include revenue recognition, valuation of goodwill and intangible assets, accounting for income taxes,
allowance for accounts and other receivables, restructuring charges and transfers of financial assets. These areas are described
below. A critical accounting policy is one that is both material to the presentation of our financial statements and requires us to
make difficult, subjective or complex judgments that could have a material effect on our financial condition and results of
operations. Critical accounting policies require us to make assumptions about matters that are highly uncertain at the time of the
estimate, and different estimates that we could have used, or changes in the estimate that are reasonably likely to occur, may have a
material impact on our financial condition or results of operations. Because the use of estimates is inherent in the financial
reporting process, actual results could differ from those estimates.

18




Accounting policies, guidelines and interpretations related to our critical accounting policies are generally subject to numerous
sources of authoritative guidance and are often reexamined by accounting standards rule makers and regulators. These rule makers
and/or regulators may promulgate interpretations, guidance or regulations that may result in changes to our accounting policies,
which could result in a material impact on our financial position and results of operations.

Revenue Recognition

While we apply the guidance of Statement of Position (SOP) No. 97-2, Software Revenue Recognition, and Statement of Position
No. 98-9, Modification of SOP 97-2, Software Revenue Recognition with Respect to Certain Transactions, both issued by the
American Institute of Certified Public Accountants, as well as SEC Staff Accounting Bulletin 104, Revenue Recognition, we
exercise judgment and use estimates in connection with the determination of the amounts of software license and services revenues
to be recognized in each accounting period. Our primary judgments involve the following:

« determining whether collection is probable;
+ assessing whether the fee is fixed or determinable;

* determining whether service arrangements, including modifications and customization of the underlying software, are not
essential to the functionality of the licensed software and thus would qualify as “service transactions” under SOP 97-2,
resulting in the revenue for license and service elements of an agreement to be recorded separately; and

» determining the fair value of services and maintenance elements included in multiple-element arrangements, which is the basis
for allocating and deferring revenue for such services and maintenance.

We derive revenues from three primary sources: (1) software licenses, (2) maintenance services and (3) other services, which
include consulting and education services. Revenue by type for 2004, 2003 and 2002 was as follows:

Year ended September 30,

2004 2003 2002
: (in thousands)
LICENSE TEVEIUL « . vt v o v e e e e e e e e e e e e e e e e e e e e $198,860  $205,301  $242,906
Maintenance ServiCes TEVENMUE . .. v\ v vt vt et et ettt ettt 323,420 309,091 329,542
Other SErVICES TEVEIUE . ..\ ittt ittt ittt et et e e ieaee s 137,749 157,548 169,509
Total TEVENUE . . . .ottt e et e e $660,029  $671,940  $741,957

For software license arrangements that do not require significant modification or customization of the underlying software, we
recognize revenue when: (1) persuasive evidence of an arrangement exists, (2) delivery has occurred (generally, FOB shipping
point or electronic distribution), (3) the fee is fixed or determinable, and (4) collection is probable. Substantially all of our license
revenues are recognized in this manner.

Our software is distributed primarily through our direct sales force. However, our indirect distribution channel continues to expand
through alliances with resellers. Revenue arrangements with resellers are recognized on a sell-through basis; that is, when we
receive persuasive evidence that the reseller has sold the products to an end-user customer. We do not offer contractual rights of
return, stock balancing, or price protection to our resellers, and actual product returns from them have been insignificant to date. As
a result, we do not maintain reserves for product returns and related allowances.

At the time of each sale transaction, we must make an assessment of the collectibility of the amount due from the customer.
Revenue is only recognized at that time if management deems that collection is probable. In making this assessment, we consider
customer credit-worthiness and historical payment experience. At that same time, we assess whether fees are fixed or determinable
and free of contingencies or significant uncertainties. If the fee is not fixed or determinable, revenue is recognized only as
payments become due from the customer, provided that all other revenue recognition criteria are met. In assessing whether the fee
is fixed or determinable, we consider the payment terms of the transaction and our collection experience in similar transactions
without making concessions, among other factors. Our software license arrangements generally do not include customer
acceptance provisions. However, if an arrangement includes an acceptance provision, we record revenue only upon the earlier of
(1) receipt of written acceptance from the customer or (2) expiration of the acceptance period.
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Our software arrangements often include implementation and consulting services that are sold separately under consulting
engagement contracts or as part of the software license arrangement. When we determine that such services are not essential to the
functionality of the licensed software and qualify as “service transactions” under SOP 97-2, we record revenue separately for the
license and service elements of these arrangements. Generally, we consider that a service is not essential to the functionality of the
software based on various factors, including if the services may be provided by independent third parties experienced in providing
such consulting and implementation in coordination with dedicated customer personnel. If an arrangement does not qualify for
separate accounting of the license and service elements, then license revenue is recognized together with the consulting services
using either the percentage-of-completion or completed-contract method of contract accounting. Contract accounting is also
applied to any software arrangements that include customer-specific acceptance criteria or where the license payment is tied to the
performance of consulting services. Under the percentage-of-completion method, we estimate the stage of completion of contracts
with fixed or “not to exceed” fees based on hours or costs incurred to date as compared with estimated total project hours or costs
at completion. If we do not have a sufficient basis to measure progress towards completion, revenue is recognized upon completion
of the contract. When total cost estimates exceed revenues, we accrue for the estimated losses immediately. The use of the
percentage-of-completion method of accounting requires significant judgment relative to estimating total contract costs, including
assumptions relative to the length of time to complete the project, the nature and complexity of the work to be performed, and
anticipated changes in salaries and other costs. When adjustments in estimated contract costs are determined, such revisions may
have the effect of adjusting, in the current period, the earnings applicable to performance in prior periods.

We generally use the residual method to recognize revenues from arrangements that include one or more elements to be delivered
at a future date, when evidence of the fair value of all undelivered elements exists. Under the residual method, the fair value of the
undelivered elements (e.g., maintenance, consulting and education services) based on vendor-specific objective evidence (VSOE)
is deferred and the remaining portion of the arrangement fee is allocated to the delivered elements (i.e., software license). If
evidence of the fair value of one or more of the undelivered services does not exist, all revenues are deferred and recognized when
delivery of all of those services has occurred or when fair values can be established. We determine VSOE of the fair value of
services revenues based upon our recent pricing for those services when sold separately. VSOE of the fair value of maintenance
services may also be determined based on a substantive maintenance renewal clause, if any, within a customer contract. Qur
current pricing practices are influenced primarily by product type, purchase volume, maintenance term and customer location. We
review services revenues sold separately and maintenance renewal rates on a periodic basis and update, when appropriate, our
VSOE of fair value for such services to ensure that it reflects our recent pricing experience.

Valuation of Goodwill and Other Intangible Assets

Our net goodwill and other intangible assets totaled $56.5 million and $51.9 million as of September 30, 2004 and 2003,
respectively. We assess the impairment of goodwill and identifiable intangible assets on at least an annual basis and whenever
events or changes in circumstances indicate that the carrying value of the asset may not be recoverable. Factors we consider
important that could trigger an impairment review include significant underperformance relative to historical or projected future
operating results, significant changes in the manner of our use of the acquired assets or the strategy for our overall business,
significant negative industry or economic trends, a significant decline in our stock price for a sustained period, or a reduction of our
market capitalization relative to net book value.

The goodwill impairment test prescribed by SFAS No. 142, Goodwill and Other Intangible Assets, requires us to identify reporting
units and to determine estimates of the fair values of our reporting units as of the date we test for impairment. As described in Note
L of “Notes to Consolidated Financial Statements,” we have two reporting units: (1) our software products reportable segment; and
(2) our services reportable segment. All goodwill is attributable to our software products reportable segment. To conduct these tests
of goodwill, the fair value of the reporting unit is compared to its carrying value. If the reporting unit’s carrying value exceeded its
fair value, we would record an impairment loss equal to the difference between the carrying value of goodwill and its fair value.
We estimate the fair values of our reporting units using discounted cash flow valuation models. Those models require estimates of
future revenues, profits, capital expenditures and working capital for each unit. We estimate these amounts by evaluating historical
trends, current budgets, operating plans and industry data. We conduct our annual impairment test of goodwill and indefinite lived
assets as of the end of the third quarter of each fiscal year. We completed our annual impairment review as of the end of the third
quarter of 2004 and concluded that, as of July 3, 2004, no impairment charge was required. There have not been any events or
changes in circumstances since July 3, 2004 that indicate that the carrying values of goodwill or other intangible assets may not be
recoverable. There can be no assurance that at the time subsequent impairment
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reviews are completed an impairment charge will not be recorded in light of the factors described above. If a charge were deemed
necessary in the future, it would directly affect net income (loss) for the period in which the charge was taken.

For long-lived assets and identifiable intangible assets other than goodwill and indefinite-lived intangible assets, we reassess the
recoverability of the asset based on projected undiscounted future cash flows over the asset’s remaining life if an event occurs or
circumstances change that would, more likely than not, reduce the fair value of the reportable segment below its carrying value.
When the carrying value of the asset exceeds its undiscounted cash flows, we record an impairment loss equal to the excess of the
carrying value over the fair value of the asset, determined using projected discounted future cash flows of the asset. Determining
the fair value of individual assets and goodwill includes significant judgment by management. Different judgments could yield
different results.

Accounting for Income Taxes

As part of the process of preparing our consolidated financial statements, we are required to calculate our income tax expense
based on taxable income by jurisdiction. There are many transactions and calculations where the ultimate tax outcome is uncertain.
Some of these uncertainties arise as a consequence of revenue-sharing and cost-reimbursement arrangements among related entities
and the differing tax treatment of revenue and cost items across various jurisdictions. If a foreign jurisdiction were to determine
that our cost reimbursement arrangements need revision, that determination could affect our tax liability.

The income tax accounting process also involves estimating our actual current tax liability, together with assessing temporary
differences resulting from differing treatment of items for tax and accounting purposes. These differences result in deferred tax
assets and liabilities, which are included within our consolidated balance sheet. We must then assess the likelihood that our
deferred tax assets will be recovered from future taxable income and, to the extent we believe that it is more likely than not that all
or a portion of deferred tax assets will not be realized, we must establish a valuation allowance as a charge to income tax expense.
In 2002, we increased out deferred tax valuation allowance and recorded a corresponding $48.0 million charge to income tax
expense and, in 2004 and 2003, we have fully reserved for additional deferred tax assets, primarily related to net operating loss
carryforwards generated. The decision to record the valuation allowance required significant management judgment. Had we not
recorded this valuation allowance, we would have reported materially different results. If the realization of deferred tax assets in
the future is considered more likely than not, a reduction in the valuation allowance would increase net income in the period such
determination is made. Net deferred tax liabilities at September 30, 2004 were $1.1 million, comprised of deferred tax assets of
$164.4 million, a valuation allowance of $142.0 million and deferred tax liabilities of $23.5 million. Our deferred tax assets consist
primarily of net operating loss carryforwards.

Allowance for Accounts and Other Receivables

Management judgment is required in assessing the collectibility of customer accounts and other receivables, for which we
generally do not require collateral. We maintain allowances for doubtful accounts for estimated losses resulting from the inability
of our customers to make required payments. In determining the adequacy of the allowance for doubtful accounts, management
specifically analyzes individual accounts receivable, historical bad debts, customer concentrations, customer credit-worthiness,
current economic conditions, accounts receivable aging trends and changes in our customer payment terms. The following table
summarizes our accounts receivable and related reserve balances as of September 30, 2004 and September 30, 2003:

September 30,
2004 2003

(Dollar amounts
in thousands)

Gross aCCOURLS TECEIVADIE . .. o v vttt e e e e e e e $136,733  $146,996
Allowances for doubtful ACCOUMES & o\ttt et ettt et e e et e e (6,340) (6,845)
Net accounts reCeivable . ... ... i $130,393  $140,151
Accounts receivable reserves as a percentage of gross accounts receivable . ................ 4.6% 4.7%

If the financial condition of our customers were to deteriorate, additional allowances might be required, resulting in future
operating expenses that are not included in the allowance for doubtful accounts. Qur customer base consists of large numbers of
geographically diverse customers dispersed across many industries, and no individual customer comprised more than 10% of our
net trade accounts receivable for any period presented.
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Restructuring Charges

We periodically record restructuring charges resulting from restructuring our operations (including consolidations and/or
relocations of operations), changes in our strategic plan, or managerial responses to declines in demand, increasing costs, or other
environmental factors. The determination of restructuring charges requires management judgment and may include costs related to
employee benefits, such as costs of severance and termination benefits, and estimates of costs for future lease commitments on
excess facilities, net of estimated future sublease income. In determining the amount of the facilities charge, we are required to
estimate such factors as future vacancy rates, the time required to sublet properties and sublease rates. These estimates will be
reviewed quarterly based on known real estate market conditions and the credit worthiness of subtenants, and may result in
revisions to established facility reserves. We have accrued $41.7 million as of September 30, 2004 (compared to $36.8 million at
September 30, 2003) related to excess facilities, representing gross lease commitments with agreements expiring at various dates
through 2014 of approximately $78.9 million, net of committed and estimated sublease income of approximately $35.1 million and
a present value factor of $2.1 million. We have entered into signed sublease arrangements for approximately $24.0 million, with
the remaining $11.1 million based on future estimated sublease arrangements, including $7.8 million for space currently available
for sublease. If our sublease assumptions prove to be inaccurate, we may need to make changes in these estimates that would affect
our results of operations and potentially our financial condition.

Transfers of Financial Assets

We offer our customers the option to purchase software and services through payment plans. We may transfer future payments
under certain of these contracts to third-party financial institutions on a non-recourse basis. We record such transfers as sales of the
related accounts receivable when we surrender control of such receivables under the provisions of Statement of Financial
Accounting Standards (SFAS) No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of
Liabilities.

Liquidity and Capital Resources

September 30,
2004 2003 2002

(in thousands)
Cash, cash equivalents and investments .................ouuieriunennnans $294,887  $205,312 $210.414
Cash provided (used) by operating activities ............ ... ... ... ... .. 101,336 6,495 (22,614)
Cash (used) provided by investing activities ................coovvuireen .. (22,270) 5,505 (21,398)
Cash provided by financing activities .. ........... ... . it 9,712 7,521 3,629
Cash disbursements for restructuring and other charges ..................... (40,620) (24,442) (42,533)

Our operating activities, the proceeds from our issuance of stock under stock plans and existing cash and cash equivalents provided
sufficient resources to fund our employee base, capital asset needs, stock repurchases, acquisitions and financing needs, in all years
presented.

As of September 30, 2004, cash and cash equivalents totaled $294.9 million, up from $205.3 million at September 30, 2003. We
invest our cash with highly rated financial institutions and in diversified domestic and international money market mutual funds.
The portfolio is invested in short-term instruments to ensure cash is available to meet requirements as needed. The increase in cash
and cash equivalents during 2004 consisted primarily of $101.3 million provided by operations and $9.7 million provided by net
proceeds from the issuance of common stock, partially offset by $12.4 million for capital additions to property, equipment and
intangible assets and $9.8 million for an acquisition of a business.

Cash provided by operations was $101.3 million in 2004 compared to $6.5 million in 2003 and cash used in operations of $22.6
million in 2002. The higher cash provided by operations in 2004 as compared to 2003 was due primarily to: (1) improved
profitability in 2004 versus 2003 (net income increased $133.1 million in 2004 to $34.8 million from a net loss of $98.3 million in
2003); (2) an increase in deferred revenue of $1.3 million in 2004 compared to a decrease in deferred revenue of $36.7 million in
2003; and (3) pension contributions of $2.7 million in 2004 compared to $10.7 million in 2003; partially offset by (a) net tax
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payments of $5.7 million in 2004 compared to $53.3 million in net refunds in 2003 and (b) cash expenditures for restructuring and
other charges of $40.6 million in 2004 compared to $24.4 million in 2003. Days sales outstanding in accounts receivable improved
to 69 days at the end of 2004 from 77 days at the end of 2003 and 76 days at the end of 2002.

The higher cash provided by operations in 2003 as compared to 2002 was due primarily to (1) net tax refunds totaling $53.3
million received in 2003 :compared to $3.5 million received in 2002 and (2) reduced cash expenditures to fund restructuring
initiatives of $24.4 million in 2003 compared to $42.5 million in 2002; partially offset by (a) pension contributions of $10.7 million
in 2003 compared to $4.1 million in 2002 and (b) net losses before depreciation, amortization and other non-cash charges of $48.3
million in 2003 compared to $24.3 million in 2002. In 2003, we also generated approximately $14.2 million from the sale of short-
term accounts receivable on a non-recourse basis to a third-party financial institution as a means of accelerating cash collections,
which was more cost-effective than offering prompt payment discounts.

Cash and cash equivalents (used) provided by investing activities was ($22.3) million in 2004 compared to $5.5 million in 2003
and ($21.4) million in 2002. Cash used for additions to property, equipment and intangible assets was $12.4 million, $25.9 million
and $31.7 million in 2004, 2003 and 2002, respectively. Cash used for additions to property, equipment and intangible assets has
decreased due to the completion of our investment in a new ERP system in 2003, and also due to lower capital requirements as a
result of our restructuring plan initiated in 2003 and completed in 2004, which reduced the number of our operating facilities and
employee headcount. Our expenditures for property and equipment consist primarily of computer equipment, software, office
equipment and facility improvements. In 2004, we had cash expenditures of $9.8 million for the acquisition of a business and in
2002 we had cash proceeds of $10.2 million from the sale of business. In 2003, we received net proceeds from sales and maturities
of investments of $31.4 million as we moved our investment portfolio to short-term securities to minimize interest rate risk.

Cash provided by financing activities was $9.7 million in 2004, $7.5 million in 2003 and $3.6 million in 2002. The increase in
2004 compared to 2003 was due primarily to higher proceeds from the issuance of common stock under employee stock plans. The
increase in 2003 compared to 2002 was due to lower stock repurchases in 2003, partially offset by lower proceeds from the
issuance of common stock under employee stock plans. Cash proceeds from the issuance of our common stock under our stock
plans were $9.7 million, $7.7 million and $8.6 million in 2004, 2003 and 2002, respectively. In September 1998, our Board of
Directors authorized the repurchase of up to 20.0 million shares of our common stock and in July 2000 increased the shares
authorized for repurchase to 40.0 million. In 2003 and 2002, we used cash to repurchase $0.2 million and $5.0 million,
respectively, of our common stock. There were no repurchases in 2004. Since 1998, and through September 30, 2004, we
repurchased, at a cost of $366.8 million, a total of 31.2 million shares of the 40.0 million shares so authorized. In 2002, 13.5
million shares of treasury stock were retired and restored to the status of authorized but unissued shares. All shares of our common
stock repurchased in the future, if any, shall automatically be restored to the status of authorized and unissued shares.

We believe that existing cash and cash equivalents together with cash generated from operations will be sufficient to meet our
working capital and capital expenditure requirements through at least the next twelve months. In the first quarter of 2005, we
received a U.S. federal income tax refund of $39.5 million. During 2005, we expect to make cash disbursements estimated at $12
million for restructuring charges incurred in 2004 and prior periods. Capital expenditures for 2005 are currently anticipated to be
approximately $15 million. Our cash position could be adversely affected if we are not able to continue to generate operating
profits.

We have evaluated, and expect to continue to evaluate, possible acquisition transactions and possible dispositions of certain
businesses on an ongoing basis and at any given time may be engaged in discussions or negotiations with respect to possible
acquisitions or dispositions. Our cash position could be reduced and we may incur debt obligations to the extent we complete any
significant acquisitions. .

Contractual Obligations

We lease office facilities and certain equipment under operating leases that expire at various dates through 2014, including an
operating lease agreement related to our headquarters office in Needham, Massachusetts entered into in 2000, which expires in
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December 2012, subject to certain renewal rights. These leases qualify for operating lease accounting treatment and, as such, are
not included on our balance sheet. At September 30, 2004, our contractual obligations, including future minimum lease payments,
net of sublease income, under noncancellable operating leases, are as follows:

Payments due by pericd

Less than More than
Contractual Obligations Total 1 year 1-3 years 3-5 years 5 years
(in millions)

Long-termdebt ....... ... it $ — $— $— $— $—
Operating leases (1) ......... i 176.8 36.4 534 43.6 434
Purchase obligations (2) ........... .. ... ... .. . 15.3 14.1 1.2 — —
Pension Liabilities (3) ........ .. . 355 — 5.0 3.0 27.5

Total ..o e $227.6 $50.5 $59.6 $46.6 $70.9

(1) The future minimum lease payments above include minimum future lease payments for excess facilities, net of estimated
sublease income under existing sublease arrangements. See Notes B and F of “Notes to Consolidated Financial Statements.

(2) Purchase obligations represent minimum commitments due to third parties, including royalty contracts, research and
development contracts, telecommunication contracts, IT maintenance contracts in support of internal-use software and
hardware and other marketing and consulting contracts. Contracts for which our commitment is variable based on volumes,
with no fixed minimum quantities, and contracts that can be cancelled without payment penalties have been excluded. The
purchase obligations included above are in addition to accounts payable, accrued expenses and other liabilities recorded on
our September 30, 2004 consolidated balance sheet.

(3) These obligations relate to our U.S. and international pension plans. These liabilities are not subject to fixed payment terms
and we have no minimum funding requirements in 2005 for these plans. Payments beyond 2005 have been estimated based on
the plans’ current funded status and actuarial assumptions. In addition, we may, at our discretion, make voluntary
contributions to the plans. See Note K of “Notes to Consolidated Financial Statements” for further discussion.
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As of September 30, 2004, we have letters of credit outstanding of approximately $6.4 million, primarily related to the lease of our
headquarters in Needham, Massachusetts.

New Accounting Pronouncements

In accordance with recently issued accounting pronouncements, we will be required to comply with certain changes in accounting
rules and regulations. See Note A of “Notes to Consolidated Financial Statements.”

Important Factors That May Affect Future Results

The following are some of the factors that could affect our future results. They should be considered in connection with evaluating
forward-looking statements contained in this Annual Report on Form 10-K and otherwise made by us or on our behalf, because
these factors could cause actual results and conditions to differ materially from those projected in forward-looking staterments.

I. Operational Considerations

Our operating results fluctuate within each quarter and from quarter to quarter making our future revenues and operating results
difficult to predict

While our sales cycle varies substantially from customer to customer, a high percentage of our revenue has historically been
generated in the third month of each fiscal quarter, and this revenue tends to be concentrated in the later part of that month. Our
orders early in a quarter will not generally occur at a rate which, if sustained throughout the quarter, would be sufficient to assure
that we will meet our revenue targets for any particular quarter. Moreover, our transition from a one-product company to a multi-
product company, our increased utilization of indirect distribution channels through alliances with resellers and other strategic
partners and our shift in business emphasis to offering a product development system comprised of components that can be
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purchased in stages have resulted in more unpredictable and often longer sales cycles for products and services. Accordingly, our
quarterly results may be difficult to predict prior to the end of the quarter. Any inability to obtain large orders or orders in large
volumes or to make shipments or perform services in the period immediately preceding the end of any particular quarter may cause
the results for that quarter to fall short of our revenue targets. In addition, our operating expenses are based on expected future
revenue and are largely fixed for the short term. As a result, a revenue shortfall in any quarter could cause our earnings for that
quarter to fall below expectations as well. Any failure to meet our quarterly revenue or earnings targets could adversely impact the
market price of our stock. '

Other factors that may cause quarter-to-quarter revenue and earnings fluctuations or that may affect our ability to make quarter end
shipments include the following:

* our sales incentive structure is weighted more heavily toward the end of the fiscal year, and the revenue for the first quarter
historically has been lower and more difficult to predict than that for the fourth quarter of the immediately preceding fiscal
year;

* variability in the levels of professional service revenues and the mix of our license and service revenues;
» declines in license sales may adversely affect the size of our installed base and our level of service revenue;

+ ourincreased utilization of third parties, such as resellers and other strategic partners, as distribution and delivery mechanisms
for our software products and related services, which may lessen the control we have over revenue and earnings during any
particular quarter;

» the outsourcing of our software distribution operations to third-party vendors may lesson our ability to undertake corrective
measures or alternative operations in the event shipping systems or processes are interrupted or are hampered due to conditions
beyond our or our vendor’s control at the end of any particular quarter; and

* asignificant portion of our revenue is in foreign currency and major shifts in foreign currency exchange rates could impact our
reported revenue.

In addition, the levels of quarterly or annual software or service revenue in general, or for particular geographic areas, may not be
comparable to those achieved in previous periods.

General economic and political conditions may impact our results

Our revenue growth and profitability depends on the overall demand for software and related services. This demand has been
adversely affected by unfavorable economic conditions, as customers have reduced, or are deferring, spending on information
technology improvements, which in turn has affected our operating results. If the recent unfavorable economic conditions continue,
the economic slowdown has the potential to continue to materially and adversely affect us.

Political/social events in recent years, such as the outbreak of Severe Acute Respiratory Syndrome and concerns regarding
terrorism, have the potential to put further pressure on economic conditions both domestically and internationally. The potential
turmoil that may result from such events contributes to the uncertainty of the economic climate. The impact of these or future
similar conditions may have a materially adverse impact on our business, operating results, and financial position.

We utilize third parties, such as resellers and other strategic partners, for the distribution and implementation of our software
solutions, which makes it more difficult to manage the sales process

We have entered into relationships with groups of geographically dispersed resellers and other strategic partners to promote, sell
and/or implement our products, which can result in a reduction in our control over the sales process and the delivery of services to
our customers. The successful utilization of third parties will depend on:

* our ability to enter into agreements with appropriate third parties that can deliver our products and/or services in appropriate
markets;

* the third party’s ability to learn, promote and implement our products; and
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» our ability to efficiently manage our sales channels, by effectively coordinating and managing joint activities (including sales,
marketing, implementation, support and customer service).

We may not be able to implement new initiatives successfully

Part of our success in the past has resulted from our ability to implement new initiatives, including new product introductions,
technology acquisitions, and organizational changes. Our future operating results will continue to depend upon:

* our successful implementation of a unified PLM product strategy, including the realignment and efficient use of diminished
internal resources, the management of multiple development and distribution processes and effective mitigation of disruption
that may result from organizational change;

* our ability to deliver an integrated and comprehensive suite of solutions and to capitalize on existing synergies by offering a
comprehensive product development system;

* our ability to integrate acquired technologies into our integrated suite of products;

« our ability to appropriately allocate and implement cost cutting measures, including transferring activities to lower cost
regions, that increase profitability while maintaining adequate resources for effective and coordinated organizational
performance;

» the success of our sales coverage optimization initiatives, including:
— the effectiveness of our organizational sales model,

— our ability to manage our internal sales organization effectively, including ensuring that we have the appropriate number of
sales representatives with the skills and knowledge necessary for selling our products and educating our customers about
our products, in order to create and meet demand for our products, and

— our ability to broaden and effectively utilize indirect distribution channels through alliances with resellers and other
strategic partners;

* our ability to anticipate and meet evolving customer requirements for PLM solutions and successfully deliver products and
services at an enterprise level;

« our ability to identify and penetrate additional industry sectors that represent growth opportunities, both through new product
and sales initiatives and through corporate development initiatives;

« our ability to execute on customer satisfaction initiatives and programs in order to retain our customer base and to develop
customer references upon which we can expand that base; and

» our ability to effectively utilize our diminished resources resulting from our cost reduction programs to undertake one or more
strategic initiatives while maintaining recurring operations at satisfactory levels.

We are dependent on key personnel whose loss could cause delays in our product development and sales efforts

Our success depends upon our ability to attract and retain highly skilled technical, managerial and sales personnel. Competition for
such personnel in the high technology industry is intense. We assume that we will continue to be able to attract and retain such
personnel. The failure to do so, however, could have a material adverse effect on our business.

We must continually modify and enhance our products to keep pace with changing technology, and we may experience delays in
developing and debugging our software

We must continually modify and enhance our products to keep pace with changes in computer software, hardware and database
technology, as well as emerging Internet standards. We must also continually expend efforts to review and fix errors (“bugs”)
found in our current and upcoming software releases. Our ability to remain competitive will depend on our ability to:

« enhance our current offerings and develop new products and services that keep pace with technological developments, and
effectively undertake “debugging” efforts, through:

— internal research and development and quality assurance programs,
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— acquisition of technology, and

— strategic partnerships;
* meet evolving customer requirements, especially ease-of-use and interoperability;
» adequately utilize our development resources in the face of a challenging economic climate; and
* license appropriate technology from third parties for inclusion in our products.
Also, as i1s common in theicomputer software industry, we may from time to time experience delays in our product development
and *“debugging” efforts. Our performance could be hurt by significant delays in developing, completing or shipping new or
enhanced products. Moreover, if significant bugs were found in our software products, we may be impacted by negative customer
reaction and could experience delays in our new product development efforts, as development resources may need to be shifted
toward our debugging efforts. Among other things, such delays could cause us to incorrectly predict the fiscal quarter in which we

will realize revenue from the shipment of the new or enhanced products and give our competitors a greater opportunity to market
competing products.

We may be unable to price our products competitively or distribute them effectively

Our success is tied to our ability to price our products and services competitively and to deliver them efficiently, including our
ability to:

* provide a range of products with functionality that our customers want at prices they can afford;
* build appropriate direct distribution channels; and

*  build appropriate indirect distribution channels.

We may be adversely affected by a decline in demand for PLM solutions

We currently derive our license and service revenues from a group of related PLM software products and services and we expect
this to continue into the future. As a result, factors affecting the demand for PLM software solutions or pricing pressures on this
single category could havé a material adverse effect on our financial condition and results of operations.

We depend on sales within the discrete manufacturing market

A large amount of our revenues are related to sales to customers in the discrete manufacturing sector. A decline in spending in this
sector could have a material adverse effect on our financial condition and results of operations.

We depend on sales from outside the United States that could be adversely affected by changes in the international markets

A significant portion of our business comes from outside the United States. Accordingly, our performance could be adversely
affected by economic downturns in Europe or the Asia/Pacific region. Another consequence of significant international business is
that a large percentage of our revenues and expenses is denominated in foreign currencies that fluctuate in value. Although we may
from time to time enter into foreign exchange forward contracts and/or foreign exchange option contracts to offset a portion of the
foreign exchange fluctuations, unanticipated events may have a material impact on our results. Other risks associated with
international business include:

* changes in regulatory practices and tariffs;

» staffing and managing international operations, including the difficulties in providing cost-effective, incentive based
compensation to attract skilled workers;

» longer collection cycles in certain areas;
+ potential changes in tax and other laws;
» greater difficulty in protecting intellectual property rights; and

» general economic and political conditions.
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We may not be able to obtain copyright or patent protection for the software products we develop or our other trademarks

Our software products and our other trademarks, including our company names, product names and logos, are proprietary. We
protect our intellectual property rights in these items by relying on copyrights, trademarks, patents and common law safeguards,
including trade secret protection, as well as restrictions on disclosures and transferability contained in our agreements with other
parties. Despite these measures, there can be no assurance that the laws of all relevant jurisdictions will afford adequate protection
to our products and other intellectual property. The software industry is characterized by frequent litigation regarding copyright,
patent and other intellectual property rights. While we have not, to date, had any significant claims of this type asserted against us,
there can be no assurance that someone will not assert such claims against us with respect to existing or future products or other
intellectual property or that, if asserted, we would prevail in such claims. In the event a lawsuit of this type is filed, it could result
in significant expense to us and divert the efforts of our technical and management personnel, whether or not we ultimately prevail.
Certain of our products also contain technology developed and licensed from third parties. We may likewise be susceptible to
infringement claims with respect to these third-party technologies.

II. Design Solutions Related Considerations
Increasing competition in the computer aided design marketplace may reduce our revenues

There are an increasing number of competitive design products, some of which emphasize lower price points and ease of use
compared to the more robust functionality of our solutions. This increased competition makes attracting new customers more
difficult. In addition, some competitive products have reached a level of functionality whereby product differentiation is less likely,
in and of itself, to dislodge incumbent design systems, given the training, data conversion, and other startup costs associated with
system replacement. We recently have introduced Pro/ENGINEER Wildfire, which focuses on PLM interoperability and ease-of-
use. Although Pro/ENGINEER Wildfire and other initiatives are designed to address these competitive pressures, increased
competition and further market acceptance of competitive products could have a negative effect on pricing and revenue for our
products, which could have a material adverse affect on our results.

In addition, our design software is capable of performing on a variety of platforms. Several of our competitors focus on single
platform applications, particularly Windows-based platforms. There can be no assurance that we will have a competitive advantage
with multiple platform applications.

We continue to enhance our existing product line by releasing updates as well as new products/modules. Our competitive position
and operating results could suffer if:

* we fail to anticipate or to respond adequately to customer requirements or to technological developments, particularly those of
our competitors;

* we delay the development, production, testing, marketing or availability of new or enhanced products or services;
e customers fail to accept such new or enhanced products or services; or

* we fail to execute our integrated product strategy initiative.

Growth in the computer aided design solutions industry has slowed

Growth in certain segments of the computer aided design solutions industry has slowed and, coupled with decreased functional
differentiation among flexible engineering tools, may adversely affect our ability to penetrate the market for new customers and
recapture our market share. Over the long term, we believe our emphasis on PLM solutions will allow us to differentiate our design
solutions from the competition and stabilize sales of our design solutions products while we seek to increase sales of our
collaboration and control solutions. However, the strategy may not be successful or may take longer than we plan. There could be a
material adverse affect on our operating results in any quarter if these assumptions prove to be incorrect.

II1. Collaboration and Control Solutions and Overall PLM Related Considerations

We are attempting to capitalize on a market opportunity known as Product Lifecycle Management (PLM). It may be that our
assumptions about this market opportunity are wrong, which could adversely affect our results

We have identified PLM as a new market opportunity for us, and have devoted significant resources toward capitalizing on that
opportunity. Our collaboration and control solutions, together with our design solutions, allow us to offer a suite of PLM
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solutions and related services targeted at this market. This suite includes software and services that utilize Internet technologies to
permit our customers’ employees, suppliers and customers to collaboratively develop, build, distribute and manage products
throughout their entire lifecycle. Because the market for software products that allow companies to collaborate on product
information on an enterprise-wide level is newly emerging, we cannot be certain as to the size of this market, whether it will grow,
or whether companies will elect to utilize our products or acquire them from other sources, or forego PLM initiatives altogether.

In addition, companies that have already invested substantial resources in other methods of sharing product information in the
design-through-manufacture process may be reluctant to adopt a new approach that may replace, limit or compete with their
existing systems or methods. We expect that we will continue to need to educate prospective customers about the uses and benefits
of our products. Demand for and market acceptance of our products will be affected by the success of those efforts.

Our Windchill technology, which is central to our PLM strategy, is not yet well established in the marketplace

The success of our PLM strategy will depend in large part on the ability of our Windchiil-based solutions to meet customer
expectations, especially with respect to:

e return on investment and value creation;

* ease and rapidity of iristallation;

e ease of use; :

« full capability, functionality and performance;

+ ability to support a large, diverse and geographically dispersed user base; and

* quality and efficiency:of the services performed by us and our partners relating to implementation and configuration.

The software is still relatively new. If our customers cannot successfully deploy our solutions, or if our solutions are not well
accepted within our customers’ organizations by their users after deployment, our operating results may be affected.

Our PLM solutions strategy is developing

We are pursuing a strategy to provide a series of easily deployable PLM solutions that address specific business challenges that
arise at points along the product lifecycle timeline (our Windchill Link solutions). These Windchill Link solutions utilize our
Internet-based Windchill architecture as well as components of our design solutions. By offering pre-configured, fully integrated
applications that can be implemented quickly, our strategy is designed both to solve customers’ problems relating to costly, large-
scale implementation projects and to provide customers with the ability to deploy a product development system that meets their
evolving requirements. If we are unable to provide these solutions or are unable to meet customer expectations, our overall revenue
may be adversely affected.

Our Windchill Link solutions may crowd out service revenue and our initiatives to utilize select resellers to distribute these
solutions may put pressure on license margins

Our introduction of our Windchill Link solutions, which have been developed to permit quick installation and provide customers
more autonomy over solving their problems, may have an adverse effect on our service revenue. Additionally, we also have begun
to offer a limited number of qualified resellers the ability to offer our Windchill Link solutions. We believe that entering into these
relationships will best seWe to expand the coverage of our PLM software solutions, generate sufficient additional license revenue
to compensate for reduced margins, and provide the necessary regional coverage for their implementation and support. If these
assumptions prove to be inaccurate or if projected additional license revenue and/or broader market coverage does not materialize,
our revenues may be adversely affected.

PLM software solutions must meet our customers’ expectations for integration with existing systems to generalte references for new
accounts

Our PLM software must integrate with our customers’ and their partners’ existing computer systems and software programs. In
certain cases, we utilize third-party technologies to facilitate these integrations. As many of our customers will be facing these
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integration issues for the first time, particularly in the context of collaborating with customers, supply chain partners and other
members of the extended enterprise, our customers could become dissatisfied with our products or services if systems integration
proves to be difficult, costly or time consuming, and thus our operating results may be adversely affected. Moreover, due to the
emerging nature of the industry and technology, the sales process relies in large part on customer references. Accordingly, if our
customers become dissatisfied, future business and revenues may be adversely affected.

Competition may increase, which may reduce our profits and limit or reduce our market share

The market for our PLM software solutions is new, highly fragmented, rapidly changing and increasingly competitive. We expect
competition to intensify, which could result in price reductions for our products and services, reduced gross margins and loss of
market share. Our primary competition comes from:

» larger, more well-known enterprise software providers who may seek to extend the functionality of their products to encompass
PLM or who may develop and/or purchase PLM technology; and

* other vendors of engineering information management software.

To compete effectively in this evolving industry, we must successfully develop sclutions that are technologically superior to those
of our competitors, effectively demonstrate the value proposition offered by our solutions, including return on investment and
value creation, and overcome the perception, based on our historical roots, that we are solely a mechanical ¢computer aided design
(MCAD) company.

In addition, our services organization may face increasing competition for follow-on consulting, implementation and education
services from other third-party consultants and service providers, including those of larger, better known consulting firms that exert
considerable influence within portions of our customer base. To overcome the influence of larger enterprise software and
consulting firms within our customer base, we must successfully demonstrate the superiority of our offerings as well as a high level
of customer satisfaction.

If the Internet does not continue to develop or reliably support the demands placed on it by electronic commerce, we may
experience a loss of sales

Our success depends upon continued growth in the use of the Internet as a medium of collaboration and commerce. The use of the
Internet for collaboration and commerce is still relatively new. As a result, a sufficiently broad base of companies and their supply
chain may not adopt or continue to use the Internet as a medium of exchanging product information. Our PLM strategy would be
seriously harmed if:

* the infrastructure for the Internet does not efficiently support enterprises and their supply chain partners; or
» concerns over the secure transmission of confidential information over public networks inhibit the growth of the Internet as a

means of collaborating across enterprises and/or conducting commercial transactions.

Our PLM strategy will also be seriously harmed if the Internet infrastructure is not able to support the demands placed on it by
increased usage or the limited capacity of networks to transmit large amounts of data, or if delays in the development or adoption
of new equipment standards or protocols required to handle increased levels of Internet activity, or increased governmental
regulation, cause the Internet to lose its viability as a means of communication between manufacturers and their customers and
supply chain partners.

IV. Other Considerations
We will be required to obtain the attestation of our independent auditors relating to our internal controls over financial reporting

Section 404 of the Sarbanes Oxley Act of 2002 requires that we receive the attestation of our independent auditors of the
effectiveness of our internal controls over financial reporting (as defined in Rules 13a-15(f) and 15d-15(f) under the Securities
Exchange Act of 1934 as amended ( the “Exchange Act” )). We must include in our fiscal 2005 annual report on Form 10-K,
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including our financial statements, our assessment of the effectiveness of our internal controls over financial reporting with our
independent auditor’s attestation. We have embarked on a program to review, document and test our internal controls over
financial reporting for presentation to and review by our independent auditors. While we believe our internal controls over
financial reporting are adequate and have been well documented, there can be no assurances that we will receive the required
attestation or that unforeseen circumstances will result in one or more of our controls becoming ineffective. If we are not able to
implement the requirements of Section 404 in a timely manner, our future financial performance and the market price of our stock
may be adversely affected and we would potentially be subject to sanctions or investigation by regulatory authorities, including the
Securities and Exchange Commission or the Nasdaq National Market.

Our stock price has been highly volatile; this may make it harder to resell your shares at the time and at a price that is favorable to
you

Market prices for securities of software companies have generally been volatile. In particular, the market price of these stocks has
been and may continue to be subject to significant fluctuations unrelated or disproportionate to the operating performance of these
companies. The trading prices and valuations of these stocks, and of ours, may not be predictable. Negative changes in the public’s
perception of the prospects of software companies, or of PTC or the PLM market generally, could depress our stock price
regardless of our results.

Also, traditionally, a large percentage of our common stock has been held by institutional investors. Purchases and sales of our
common stock by certain of these institutional investors could have a significant impact on the market price of the stock. For more
information, please see our proxy statement with respect to our most recent annual meeting of stockholders and Schedules 13D and
13G filed with the SEC with respect to our common stock.

Short-term liquidity

Although we were profitable in the last three quarters of 2004 after several quarters of operating losses, our liquidity position may
be adversely affected if we are unable to sustain operating profitability or in the event we undertake larger corporate development
initiatives, which may lead to a diminished ability to implement strategic initiatives and/or make investments in our operational
infrastructure.

We are currently defendiﬁg a lawsuit seeking substantial damages in which we could be liable

On May 30, 2003, a lawsuit was filed against us in the U.S. District Court for the District of Massachusetts by Rand A Technology
Corporation and Rand Technologies Limited (collectively “Rand”). Rand historically had been our largest distributor. The
complaint alleges various breaches of a revised distribution agreement entered into in December 2002, as well as other agreements
between Rand and us, and also asserts certain non-contract claims. The complaint, as amended, seeks equitable relief and
substantial damages. On November 24, 2003, we filed our substantive response to Rand’s complaint and asserted counterclaims
against Rand including, among other things, that Rand’s action in filing the lawsuit constituted a breach of the December 2002
agreement, which established certain dispute resolution procedures and which, we believe, discharged any and all claims arising
prior to that date. We believe Rand’s claims are without merit and will continue to contest them vigorously. We also intend
diligently to prosecute our counterclaims. We cannot predict the ultimate resolution of this action at this time, and there can be no
assurance that this action will not have a material adverse impact on our financial condition or results of operations.

ITEM 7A: Quantitative and Qualitative Disclosures about Market Risk

We face exposure to financial market risks, including adverse movements in foreign currency exchange rates and changes in
interest rates. These exposures may change over time as business practices evolve and could have a material adverse impact on our
financial results. ‘

Foreign currency exchange risk

Our earnings and cash flows are subject to fluctuations due to changes in foreign currency exchange rates. Our most significant
foreign currency exposures relate to Western European countries that use the Euro as a common currency and to Japan. We enter
into various hedging tranSactions to manage this risk. We do not enter into or hold foreign currency derivative financial
instruments for trading or speculative purposes.
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Our international revenues generally are transacted through our non-U.S. subsidiaries and typically are denominated in their local
currency. In addition, our international expenses that are incurred by our international subsidiaries typically are denominated in
their local currency. Approximately 65%, 63% and 58% of our total revenue was from sales to customers outside of North America
in 2004, 2003 and 2002, respectively. Approximately 45%, 43% and 42% of our total expenses were incurred by our subsidiaries
domiciled outside of North America in 2004, 2003 and 2002, respectively.

Our exposure to foreign currency exchange rate fluctuations arises in part from intercompany transactions, with most intercompany
transactions occurring between a U.S. dollar functional currency entity and a foreign currency denominated entity. Intercompany
transactions typically are denominated in the local currency of the international subsidiary in order to centralize foreign currency
risk. Also, both PTC (the parent company) and our international subsidiaries may transact business with our customers and vendors
in a currency other than their functional currency (“transaction risk”). In addition, we are exposed to foreign exchange rate
fluctuations as the financial results and balances of our international subsidiaries are translated into U.S. dollars (“translation risk™).
If sales to customers outside of the United States continue to comprise a growing percentage of total revenues, our exposure to
fluctuations in currency exchange rates could increase.

Our foreign currency risk management strategy is principally designed to mitigate the future potential financial impact of changes
in the value of transactions and balances denominated in foreign currency, resulting from changes in foreign currency exchange
rates. Our foreign currency hedging program utilizes forward contracts to manage the foreign currency exposures that exist as part
of our ongoing business operations. The contracts primarily are denominated in European currencies and Japanese Yen, and have
maturities of less than three months.

Generally, we do not designate foreign currency forward contracts as hedges for accounting purposes, and changes in the fair value
of these instruments are recognized immediately in earnings. Because we enter into forward contracts only as an economic hedge,
any gain or loss on the underlying foreign-denominated balance would be offset by the loss or gain on the forward contract. Gains
and losses on forward contracts and foreign denominated receivables and payables are included in other income (expense), net. As
of September 30, 2004 and 2003, we had outstanding forward contracts with notional amounts equivalent to approximately $83.3
million ($58.9 million in Euros, $12.1 million in British Pounds, $6.4 million in Japanese Yen and $5.9 million in other currencies)
and $75.7 million ($56.8 million in Euros, $8.1 million in British Pounds, $4.1 million in Japanese Yen and $6.7 million in other
currencies), respectively.

We periodically use foreign currency option contracts to hedge specific forecasted net cash flow transactions that are derived from
anticipated international revenue. Foreign currency option contracts are designated as cash flow hedges for accounting purposes
and changes in the fair value of the option contract are deferred in accumulated other comprehensive income and reclassified into
earnings when the underlying forecasted transaction impacts earnings. As of September 30, 2004 and 2003, there were no foreign
currency option contracts outstanding.

Cash and cash equivalents

As of September 30, 2004, cash equivalents are invested in highly liquid investments with maturities of three months or less when
purchased. We invest our cash with highly rated financial institutions in North America, Europe and Asia/Pacific and in diversified
domestic and international money market mutual funds. At September 30, 2004, we had $128.9 million, $92.4 million, $64.2
million and $9.4 million of cash and cash equivalents in the United States, Europe, Japan and other international countries,
principally in Asia/Pacific, respectively. Given the short maturities and investment grade quality of the portfolio holdings at
September 30, 2004, a hypothetical 10% change in interest rates would not materially affect the fair value of our cash and cash
equivalents.

Our invested cash is subject to interest rate and, for international operations, foreign currency risk. In a declining interest rate
environment, we would experience a decrease in interest income. The opposite holds true in a rising interest rate environment.
Over the past several years, the U.S. Federal Reserve Board, European Central Bank and Bank of England have significantly
decreased certain benchmark interest rates, which has led to a general decline in market interest rates. This decline in market
interest rates has resulted in lower interest income earned on our cash and cash equivalents. In the second half of 2004, the U.S.
Federal Reserve Board increased benchmark interest rates slightly. Interest income will continue to fluctuate based on changes in
market interest rates and levels of cash available for investment. During 2004 and 2003, our consolidated cash balances were
impacted favorably by strengthening of foreign currencies relative to the U.S. dollar, particularly with respect to the Euro and the
Japanese Yen.
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ITEM 8: Financial Statements and Supplementary Data

The consolidated financial statements and notes to the consolidated financial statements are attached as APPENDIX A below.

ITEM 9: Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

None.

ITEM 9A: Controls and Procedures

(a) Evaluation of disclosure controls and procedures. Our management, with the participation of our principal executive officer
and principal financial officer, has evaluated the effectiveness of the design and operation of our disclosure controls and procedures
(as defined in Rules 13a-15(e) and 15d-15(e) under the Exchange Act) as of the end of the period covered by this annual report.
Based on this evaluation, our principal executive officer and principal financial officer concluded that these disclosure controls and
procedures are effective and designed to ensure that the information required to be disclosed in our reports filed or submitted under
the Exchange Act is recorded, processed, summarized and reported within the requisite time periods.

{(b) Changes in Internal Control Over Financial Reporting. There was no change in our internal control over financial reporting (as
defined in Rules 13a-15(f) and 15d-15(f) under the Exchange Act) identified in connection with the evaluation of our internal
control that occurred during our last fiscal quarter that has materially affected, or is reasonably likely to materially affect, our
internal control over financial reporting. :

ITEM 9B: Other Information

None.

PART HI

ITEM 10: Directors and Executive Officers of the Registrant

Information with respect to our directors and executive officers, including the qualifications of certain members of the Audit
Committee of our Board of Directors, may be found in the sections captioned “Proposal 1: Elect Three Directors,” “Who Are Our
Directors,” “The Committees of the Board,” “Certain Relationships and Transactions” and “Section 16(a) Beneficial Ownership &
Reporting Compliance” appearing in our 2005 Proxy Statement. Such information is incorporated herein by reference.

Our executive officers are:

Name i ég Position

C. Richard Harrison ....................... 49  Chief Executive Officer and President

BarryF.Cohen ...... ... ... . o 60 Executive Vice President, Strategic Services and Partners
Paul J. Cunningham ....................... 42  Executive Vice President, Worldwide Sales

Anthony DiBona ............. ... ... .. ..., 49  Executive Vice President, Global Maintenance Support
James E. Heppelmann . ..................... 40 Executive Vice President and Chief Product Officer
Comelius F.Moses ... ...t 46 Executive Vice President and Chief Financial Officer
AaronC.vonStaats ....................... 38 Senior Vice President, General Counsel and Clerk

Mr. Harrison has been Chief Executive Officer and President of PTC since March 2000. Prior to that, Mr. Harrison served as
President and Chief Operating Officer since August 1994.

Mr. Cohen has been Executive Vice President, Strategic Services and Partners since August 2002. Prior to that, Mr. Cohen served
as Executive Vice President, Marketing and Human Resources from December 2000 to July 2002 and Executive Vice President,

Marketing from January 1998 to November 2000.
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Mr. Cunningham has been Executive Vice President, Worldwide Sales since October 2002. Prior to that, Mr. Cunningham served
as Executive Vice President, Americas Sales from July 2000 to September 2002, and from October 1998 to June 2000 he was
Executive Vice President, Primary Sales.

Mr. DiBona has been Executive Vice President, Global Maintenance Support since April 2003. Prior to that, Mr. DiBona led the
PTC Global Business Partner Group from April 2000 to April 2003. Mr. DiBona joined PTC in August 1998 as Executive Vice
President, PTC Major Account Sales.

Mr. Heppelmann has been Executive Vice President, Chief Product Officer beginning February 2003 after being our Executive
Vice President, Software Solutions and Chief Technology Officer since June 2001. Prior to that, Mr. Heppelmann was Executive
Vice President, General Manager Windchill Solutions from November 2000 to June 2001. He had served as Executive Vice
President and General Manager of Windchill Netmarkets from July 2000 to November 2000 and Senior Vice President of
Windchill from January 1998 to July 2000.

Mr. Moses joined PTC in June 2003 as our Executive Vice President, Chief Financial Officer and Treasurer and since March 2004
has been our Executive Vice President and Chief Financial Officer. Prior to joining PTC, Mr. Moses was Executive Vice President
and Chief Financial Officer of Axcelis Technologies, Inc., a semiconductor equipment manufacturer, from October 2000 to June
2003. Prior to that, Mr. Moses was Senior Vice President, Chief Financial Officer of Bradlees, Inc., a discount retail chain, from
1996.

Mr. von Staats has been Senior Vice President, General Counsel and Clerk since February 2003. Previously, he served as Vice
President, North American Counsel from December 2001 through January 2002 and prior to that served as Regional Corporate
Counsel, North America from June 1998 through November 2001.

We have adopted the PTC Code of Business Conduct and Ethics, a code of ethics that applies to our Chief Executive Officer, Chief
Financial Officer, and Controller, as well as others. A copy of the PTC Code of Business Conduct and Ethics is publicly available
on our website at www.ptc.com. If we make any substantive amendments to the PTC Code of Business Conduct and Ethics or
grant any waiver, including any implicit waiver, from a provision of the code to our Chief Executive Officer, Chief Financial
Officer or Controller, we will disclose the nature of such amendment or waiver in a report on Form 8-K.

ITEM 11: Executive Compensation

Information with respect to executive compensation may be found under the headings captioned “How We Compensate Our
Directors” and “Information About Executive Compensation” appearing in our 2005 Proxy Statement. Such information is
incorporated herein by reference.

ITEM 12: Security OwnerShip of Certain Beneficial Owners and Management

Information with respect to security ownership may be found under the heading captioned “Information Abeut PTC Common
Stock Ownership” appearing in our 2005 Proxy Statement. Such information is incorporated herein by reference.
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EQUITY COMPENSATION PLANS

The following table sets forth information regarding our equity compensation plans as of September 30, 2004:

Number of securities to be ~ Weighted-average Number of securities
issued upon exercise of exercise price of remaining available for
outstanding options, outstanding options, future issuance under
Plan Category warrants and rights warrants and rights  equity compensation plans
Equity compensation plans approved by security holders . . . . 25,763,738 $10.30 10,418,673(1)
Equity compensation plans not approved by security
holders ...... .. .. . 40,270,367(2) $ 9.30 18,445,337

Total ................ e 66,034,105(2) $ 9.69 28,864,010(1)

(1) Comprises (a) 8,223,007 shares of our common stock available for future issuance under our 2000 Employee Stock Purchase
Plan and (b) 2,195,666 shares of our common stock available for awards under our 2000 Equity Incentive Plan (the “2000
EIP”). In addition to stock option awards, the 2000 EIP provides for the issuance of stock appreciation rights (“SARs”). SARs
are rights to receive dny excess in value of shares of common stock over the exercise price; the Compensation Committee (the
“Committee™) of our'Board of Directors determines whether they are settled in cash, common stock or other of our securities,
awards or other property and may define the manner of determining the excess in value of the shares of common stock. Under
our 2000 EIP, the Committee also may make awards of common stock subject to certain restrictions during a specified period,
such as the participant’s continued service with PTC or the company achieving certain financial goals. The participant
generally will forfeit the shares if the specified conditions are not met and the participant cannot transfer the shares before
termination of that period. The participant is, however, entitled to vote the shares and receive any dividends during the
restriction period. The Commiittee also may award common stock without restrictions to recognize outstanding achievements
or as a supplement to restricted stock awards when PTC’s performance exceeds established financial goals. The Committee
determines what, if anything, the participant must pay to receive such a stock award, but the number of shares that may be
granted under the 2000 EIP for less than fair market value is limited to 10% of the shares authorized under the plan.

(2) Excludes 249,534 shares of our common stock issuable upon exercise of outstanding options assumed in connection with our
mergers or other acquisition transactions; these options have a weighted-average exercise price of $19.06.

Non-Stockholder Approveﬂ Plan

PTC maintains the 1997 Non-Statutory Stock Option (the “Plan”). The purpose of the Plan is to attract and retain key employees
and consultants of the company and our majority-owned subsidiaries, to provide an incentive for them to achieve long-range
performance goals and to enable them to participate in our long-term growth. Our employees and consultants, and those of any of
our majority-owned subsidiaries, capable of contributing significantly to the successful performance of the company are eligible
for option awards under the Plan. Our officers and directors are not eligible to participate in the Plan. Options granted under the
Plan may only be stock options that are not intended to be “incentive stock options” within the meaning of Section 422 of the
Internal Revenue Code of 1986, as amended.

The Plan is administered by the Committee. Subject to the provisions of the Plan, the Committee has the authority to select the
employees and consultants to whom options are granted and determine the terms of each option, including the amount, exercise
price, vesting schedule (génerally in four equal annual installments on each of the first four anniversaries of the date of grant) and
term, which may not exceed ten years. The per share exercise price of an option must be at least 100% of the fair market value of
our common stock on the date of grant.

Options generally are exercisable only during an optionee’s term of employment or engagement as a consultant and for a period of
between ten and ninety days after that term ends. In the case of termination as a result of death or permanent disability, options
generally are exercisable thereafter for twelve months; in the case of termination as a result of retirement, options generally are
exercisable thereafter for three months. During the lifetime of the optionee, his or her option is exercisable only by him or her and
is not transferable except by will or by the laws of descent and distribution.

The Committee may act to preserve an optionee’s rights under an option in the event of a change in control of PTC by (i)
accelerating any time period relating to the exercise of the option, (ii) providing for compensating payments to the optionee, (iii)
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adjusting the terms of the option to reflect the change in control, (iv) causing the option to be assumed by another entity, or (v)
making any other provision that the committee may consider equitable to optionees and in the best interests of PTC. Unless
otherwise determined by the Board, stock options held by Senior Vice President and Vice President level employees become
exercisable in full if, within one year following a change in control of PTC, such employee’s employment is terminated without
cause, by the employee due to a Change in Status, or due to his or her death or partial or total disability.

The Board of Directors may amend, suspend or terminate the Plan or any portion thereof at any time. The Committee may amend,
modify or terminate any outstanding award with the respective optionee’s consent uniess the amendment would not materially and
adversely affect the optionee in which case, consent is not required. However, the Committee may not, without stockholder
approval, amend any outstanding option to reduce the exercise price at any time during the term of such option.

Plans Assumed in Connection with a Merger or Other Acquisition Transaction

PTC has also assumed stock options under certain equity plans in the course of its merger and acquisition activities. These plans
are all inactive and no future options may be granted under them. The plans are all substantially similar to the Plan, discussed
above, except that certain of the options outstanding are “incentive stock options” within the meaning of Section 422 of the Code.

ITEM 13: Certain Relationships and Related Transactions

Information with respect to this item may be found under the heading “Information About Certain Insider Relationships™ appearing
in our 2005 Proxy Statement. Such information is incorporated herein by reference.

ITEM 14: Principal Accounting Fees and Services

Information with respect to this item may be found under the heading “Information About Our Independent Registered Public
Accounting Firm” appearing in our 2005 Proxy Statement. Such information is incorporated herein by reference.

36




PART IV

ITEM 15: Exhibits, Financial Statement Schedules
(a) Documents Filed as Part of Form 10-K

1.

(b) Exhibits

Financial Statements

Consolidated Balance Sheets as of September 30,2004 and 2003 ............ ... ...cooivn.t. F-1
Consolidated Statements of Operations for the years ended September 30, 2004, 2003 and 2002 ... F-2
Consolidated Statements of Cash Flows for the years ended September 30, 2004, 2003 and 2002 .. F-3
Consolidated Statements of Stockholders’ Equity for the years ended September 30, 2004, 2003 and

200 e e F-4
Consolidated Statements of Comprehensive Income (Loss) for the years ended September 30, 2004,

2003 and 2002 .. e F-4
Notes to Consolidated Financial Statements . ............ ... iir ittt F-5
Report of Independent Registered Public Accounting Firm .............. ... ... 0.t F-29

Financial Statement Schedules

Schedules have been omitted since they are either not required, not applicable, or the information is
otherwise included.

Exhibits

As part of this Annual Report on Form 10-K, we hereby file and incorporate by reference the
Exhibits listed in the Exhibit Index preceding such Exhibits.

As part of this Annual Report on Form 10-K, we hereby file the Exhibits listed in the attached Exhibit Index.

(¢) Financial Statement Schedules

None.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant has duly caused this
report to be signed on its behalf by the undersigned, thereunto duly authorized on the 14th day of December, 2004.

PARAMETRIC TECHNOLOGY CORPORATION
By /s/ C. RICHARD HARRISON

C. Richard Harrison
Chief Executive Officer and President
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POWER OF ATTORNEY

We, the undersigned officers and directors of Parametric Technology Corporation, hereby severally constitute Cornelius F. Moses,
I and Aaron C. von Staats, Esq., and each of them singly, our true and lawful attorneys with full power to them, and each of them
singly, to sign for us and in our names in the capacities indicated below any and all subsequent amendments to this report, and to
file the same, with exhibits thereto and other documents in connection therewith, with the Securities and Exchange Commission,
hereby ratifying and confirming all that each of said attorneys-in-fact may do or cause to be done by virtue hereof.

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the following persons on
behalf of the Registrant and in the capacities indicated below, on the 14th day of December, 2004.

Signature Title

(1) Principal Executive Officer:

/s/ C.RICHARD HARRISON Chief Executive Officer and President
C. Richard Harrison

(ii) Principal Financial and Accounting Officer:

/s/ CORrRNELIUS F. MOsESs, III Executive Vice President and Chief Financial Officer
Cornelius F. Moses, III

(1i1) Board of Directors:

/s/ NOEL G. POSTERNAK Chairman of the Board of Directors
Noel G. Posternak

/s/ C. RICHARD HARRISON Director
C. Richard Harrison

/s/ ROBERT N.GOLDMAN Director
Robert N. Goldman

/s/ DonaLD K. GRIERSON Director

Donald K. Grierson

/s/  OsCAR B. Marx, I Director
Oscar B. Marx, IIT

/s/  JosepH M. O’DONNELL Director
Joseph M. O’Donneil

/s/  MicHAEL E. PORTER Director
Michael E. Porter
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Exhibit
Number

3.1(a)

3.1(b)

3.1(c)

3.1(d)

3.1(e)

3.2

4.1

10.1*
10.2*

10.3*

104

10.5%

10.6*

10.7*

10.8*

10.9*

EXHIBIT INDEX

Restated Articles of Organization of Parametric Technology Corporation adopted February 4, 1993 (filed as
Exhibit 3.1 to our Quarterly Report on Form 10-Q for the fiscal quarter ended March 30, 1996 (File
No. 0-18059) and incorporated herein by reference).

Articles of Amendment to Restated Articles of Organization adopted February 9, 1996 (filed as Exhibit 4.1(b) to
our Registration Statement on Form S-8 (Registration No. 333-01297) and incorporated herein by reference).

Articles of Amendment to Restated Articles of Organization adopted February 13, 1997 (filed as Exhibit 4.1(b) to
our Registration Statement on Form S-8 (Registration No. 333-22169) and incorporated herein by reference).

Articles of Amendment to Restated Articles of Organization adopted February 10, 2000 (filed as Exhibit 3.1 to our
Quarterly Report on Form 10-Q for the fiscal quarter ended April 1, 2000 (File No. 0-18059) and incorporated
herein by reference).

Certificate of Vote of Directors establishing Series A Junior Participating Preferred Stock (filed as Exhibit 3.1(e) to
our Annual Report on Form 10-K for the fiscal year ended September 30, 2000 (File No. 0-18059) and
incorporated herein by reference).

By-Laws, as amended and restated, of Parametric Technology Corporation (filed as Exhibit 3.2 to our Annnal
Report on Form 10-K for the fiscal year ended September 30, 2000 (File No. 0-18059) and incorporated herein
by reference).

Rights Agreement effective as of January 5, 2001 between Parametric Technology Corporation and American
Stock Transfer & Trust Company (filed as Exhibit 4.1 to our Annual Report on Form 10-K for the fiscal year
ended September 30, 2000 (File No. 0-18059) and incorporated herein by reference).

Parametric Technology Corporation 2000 Equity Incentive Plan (filed herewith)

Parametric Technology Corporation 1997 Incentive Stock Option Plan (filed as Exhibit 10.2 to our Quarterly
Report on Form 10-Q for the fiscal quarter ended July 3, 2004 (File No. 0-18059) and incorporated herein by
reference).

Amendment to Parametric Technology Corporation 1997 Incentive Stock Option Plan (filed as Exhibit 10.2 to our
Quarterly Report on Form 10-Q for the fiscal quarter ended March 31, 2001 (File No. 0-18059) and incorporated
herein by reference).

Parametric Technology Corporation 1997 Nonstatutory Stock Option Plan (filed as Exhibit 10.4 to our Quarterly
Report on Form 10-Q for the fiscal quarter ended July 3, 2004 (File No. 0-18059) and incorporated herein by
reference).

Parametric Technology Corporation 1987 Incentive Stock Option Plan, as amended (filed as Exhibit 10.2 to our
Annual Report on Form 10-K for the fiscal year ended September 30, 1999 (File No. 0-18059) and incorporated
herein by reference).

Parametric Technology Corporation 1992 Director Stock Option Plan, as amended (filed as Exhibit 10.10 to our
Annual Report on Form 10-K for the fiscal year ended September 30, 1996 (File No. 0-18059) and incorporated
herein by reference).

Parametric Technology Corporation 1996 Directors Stock Option Plan, as amended (filed as Exhibit 10.4 to our
Annual Report on Form 10-K for the fiscal year ended September 30, 1999 (File No. 0-18059) and incorporated
herein by reference).

Computervision Corporation 1992 Stock Option Plan as amended September 15, 1994, April 18, 1995 and
December 5, 1996 (filed as Exhibit 10.3 to the Annual Report on Form 10-K of Computervision Corporation for
the fiscal year ended December 31, 1996 (File No. 1-7760/0-20290) and incorporated herein by reference).

Executive Agreement with C. Richard Harrison, Chief Executive Officer, dated January 21, 2003 (filed as Exhibit
10.1 to our Quarterly Report on Form 10-Q for the fiscal quarter ended December 28, 2002 (File No. 0-18059)
and incorporated herein by reference).




Exhibit
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10.10%*

10.11*

10.12%

10.13*

10.14*

10.15*

10.16*

10.17*

10.18*

10.19*

10.20

10.21

10.22*
21.1
23.1
311
31.2
30%%

Form of Executive Agreement with certain Executive Officers, together with schedule identifying each executive
officer (filed as Exhibit 10.1 to our Quarterly Report on Form 10-Q for the fiscal quarter ended April 3, 2004
(File No. 0-18059) and incorporated herein by reference).

Consulting Agreement with Michael E. Porter dated November 17, 1995 (filed as Exhibit 10.3 to the Quarterly
Report on Form 10-Q for the fiscal quarter ended June 28, 1997 (File No. 0-18059) and incorporated herein by
reference).

Amendment #1 to Consulting Agreement with Michael E. Porter dated May 15, 1997 (filed as Exhibit 10.4 to our
Quarterly Report on Form 10-Q for the fiscal quarter ended June 28, 1997 (File No. 0-18059) and incorporated
herein by reference).

Amendmem #2 to Consulting Agreement with Michael E. Porter dated January 6, 1998 (filed as Exhibit 10.1 to our
Quarterly Report on Form 10-Q for the fiscal quarter ended April 4, 1998 (File No. 0-18059) and incorporated
herein by reference).

Amendment #3 to Consulting Agreement with Michael E. Porter dated July 20, 1998 (filed as Exhibit 10.24 to our
Annual Report on Form 10-K for the fiscal year ended September 30, 1998 (File No. 0-18059) and incorporated
herein by reference).

Amendment #4 to the Consulting Agreement with Michael E. Porter dated February 11, 1999 (filed as Exhibit 10.1
to our Quarterly Report on Form 10-Q for the fiscal quarter ended April 3, 1999 (File No. 0-18059) and
incorporated herein by reference).

Amendment #5 to the Consulting Agreement with Michael E. Porter dated February 10, 2000 (filed as Exhibit 10.6
to our Quarterly Report on Form 10-Q for the fiscal quarter ended April 1, 2000 (File No. 0-18059) and
incorporated herein by reference).

Amendment #6 to the Consulting Agreement with Michael E. Porter dated September 14, 2000 (filed as Exhibit
10.20 to our Annual Report on Form 10-K for the fiscal year ended September 30, 2001 (File No. 0-18059) and
incorporated herein by reference).

Amendment #7 to the Consulting Agreement with Michael E. Porter dated May 16, 2001 (filed as Exhibit 10.1 to
our Quarterly Report on Form 10-Q for the fiscal quarter ended June 30, 2001 (File No. 0-18059) and
incorporated herein by reference).

Restated Amendment #8 to the Consulting Agreement with Michael E. Porter dated December 31, 2002 (filed as
Exhibit 10.22 to our Annual Report on Form 10-K for the fiscal year ended September 30, 2002 (File No. 0-
18059) and incorporated herein by reference).

Lease dated December 14, 1999 by and between PTC and Boston Properties Limited Partnership (filed as Exhibit
10.21 to our Annual Report on Form 10-K for the fiscal year ended September 30, 2000 (File No. 0-18059) and .
incorporated herein by reference).

Amended and Restated Lease Agreement dated as of January 1, 1995 between United Trust Fund Limited
Partnership and Computervision Corporation (filed as Exhibit 10.20 to the Annual Report on Form 10-K of
Computervision Corporation for the fiscal year ended December 31, 1995 (File No. 1-7760/0-20290) and
incorporated herein by reference).

Fiscal 2005 Executive Incentive Performance Plan (filed herewith).

Subsidiaries of Parametric Technology Corporation (filed herewith).

Consent of PricewaterhouseCoopers LLP, independent registered public accounting firm (filed herewith).
Certification of the Chief Executive Officer Pursuant to Exchange Act Rules 13(a)-14(a) and 15d-14(a).
Certification of the Chief Financial Officer Pursuant to Exchange Act Rules 13(a)-14(a) and 15d-14(a).
Certification of Periodic Financial Report Pursuant to 18 U.S.C. Section 1350.

*  Identifies a management contract or compensatory plan or arrangement in which an executive officer or director of PTC
participates.
** Indicates that the exhibit is being furnished with this report and is not filed as a part of it.
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APPENDIX A

PARAMETRIC TECHNOLOGY CORPORATION

CONSOLIDATED BALANCE SHEETS
(in thousands, except per share data)

September 30,
2004 2003
ASSETS
Current assets:
Cash and cash equivalents . ... ... .. i i i e $ 204887 $ 205312
Accounts receivable, net of allowance for doubtful accounts of $6,340 and $6,845 at September
30, 2004 and 2003, respectively .. ... ... i 130,393 140,151
Prepaid eXpenses . ... ..ot e e e 21,675 29,616
Other current assets (NOte A .. ... e e 35,818 40,136
Income taxes receivable (NOte E) ... .. o e 39,523 23,308
Deferred tax asSetS & . . ..ot e 444 871
T Otal CUITENT ASSEES . o vttt ettt e ettt et e e e e e 522,740 439,394
Property and equIpment, NEL . .. .. ... ... it e e 55,780 73,563
GoodWill . e 45,221 37,404
Other intangible assets, NEL .. .. ..ottt it e e e e e 11,322 14,447
L 515 - T3t - S DR 31,319 36,190
JOtal S8 . ittt e e $ 666,382 $ 600,998
LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities:
ACCoUNts Payable §. ... ... e $ 19067 § 20,569
Accrued expenses and other current liabilities .............. . .. . i i 39,420 42,412
Accrued compensation and benefits . ... ... . e 58,086 55,620
ACCIUEd IHCOMIE 1AXES . . vttt ittt e e e e e 39,428 20,192
Deferred revenue (INOE A) . ...ttt e e e e e e e e 176,664 173,015
Total current Habilities . ... ... i e 332,665 320,808
Other liabilities (Notes B and K) . .. ... .. e e e 90,239 83,477
Deferred tax Habilities . ... ..o oot e e e 1,527 1,555
Commitments and contingencies (Note F)
Stockholders’ equity:
Preferred stock, $0.01 par value; 5,000 shares authorized; noneissued ...................... — —
Common stock, $0.01 par value; 500,000 shares authorized; 269,509 and 266,383 shares issued
and outstanding at September 30, 2004 and 2003, respectively ............ ... ... ....... 2,695 2,664
Additional paid-in dapital ......................................................... 1,662,421 1,652,303
Accumulated defiCit ... ... . e e (1,387,150) (1,421,963)
Accumulated other comprehensive 108s .. ... .. . (36,015) (37,846)
Total stockholders” €qQUILY . . ... ..o\ttt ettt e e e 241,951 195,158
Total liabilities and stockholders” equity ..............ciiuiiiiiinnineninnneon. $ 666,382 $ 600,998

The accompanying notes are an integral part of the consolidated financial statements.
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PARAMETRIC TECHNOLOGY CORPORATION

CONSOLIDATED STATEMENTS OF OPERATIONS
(in thousands, except per share data)

Year ended September 30,

2003 2002

$205,301 $242,906
466,639 499,051

671,940 741,957

10,990 16,714
207,496 200,244
298,479 333,249
128,425 136,073

69,418 67,256

5,861 35,757

30,896 31,150

751,565 820,443

(79,625) (78,486)
3,260 4,075

(6,064)  (8,616)
— 8,688

(82,429) (74,339)
15,851 19,282

$(98,280) $(93,621)

2004
Revenue:
LICOMSE oottt $198,860
Service .................. e e e e e 461,169
TOtal FEVEIUE . . . ottt et e e ettt et et e et e 660,029
Costs and expenses:
Cost Of LICENSE TEVENUE . . . .ottt ettt et ettt e 8,234
COSt Of SEIVICE TEVEIIUE . . . ottt it et et ettt e et e eann 173,941
Salesand marketing . ... ... ... ittt e 226,054
Research and development ........... ... i e 107,992
General and adminiStrative . ... ..ot e e e 58,264
Amortization of goodwill and other intangible assets (Note D) ....................... 5,195
Restructuring and ether charges (Note B) . . .. ... e 42,933
Total COStS and EXPEIISES . . o . oottt ettt et e e e e 622,613
Operating income (I0SS) .. ... ... i e 37416
InteresSt INCOME . ..t e e 3,484
Other expense, net (NOte B) . ... ... .. i i e i (3,861)
Gainonsaleofabusiness (Note B) ........ ... . i —
Income (108S) before INCOME taXES . ...ttt e it it et e e i 37,039
Provision fOr iNCOME tAXES .. ..ottt et ittt e et e n e 2,226
Netincome (10SS) ... ... .ottt e e e $ 34,813
Earnings (loss) per share—Basic and Diluted Note A) ................ ... ... ....... $ 013
Weighted average shares outstanding—Basic .......... ... . ... i, 267,704
Weighted average shares outstanding—Diluted .. ........ .. ... . o i, 273,183

The accompanying notes are an integral part of the consolidated financial statements.
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PARAMETRIC TECHNOLOGY CORPORATION

CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)

Year ended September 30,

2004 2003 2002
Cash flows from operating activities:
NEtINCOME (10SS) vttt ettt e e et e e e $ 34,813 $(98,280) $(93,621)
Adjustments to reconcile net income (loss) to net cash flows provided (used) by operating
activities:
Depreciation and amoOTtization .. ... ..........eiuirrne e 35,157 41,637 72,405
Provision for 10ss on accounts receivable . . ... ...\t 3,135 5,079 4,331
Non-cash portion of restructuring and other charges ........................... 1,941 1,469 —
Stock-based cOmMPENSAtion . ... ... ...ttt e 437 456 220
Write-down of INVESIMENTS . . .. . ottt e e e e e 181 393 1,014
Deferred inCOME taXeS . ... .ot i e e 399 42 54,174
Gainonsale of bBUSINESS .. ...ttt i e — — (8,688)
Changes in operating assets and liabilities, net of effects of acquisitions and
divestitures:
Accounts Teceivable ... ... . e 14,934 24,904 23,591
Accounts payable and accrued expenses . .........c..ii i i ., (5,240) (8,388) (19,074)
Accrued compensation and benefits . ......... ... .. ... i 1,506 4,394 (16,185)
Deferred reVeNUE . .. .ot e e 1,292 (36,657) (18,842)
InCOmME taXES .. ..ttt e e (6,319) 59,238 (32,337)
Other current assets and prepaid €Xpenses .. .........vveirineerunanenn... 17,906 17,289 (3,650)
Other noncurrent assets and liabilities ........... ... . i, 1,194 (5,081) 14,048
Net cash provided (used) by operating activities ........................ ... ....... 101,336 6,495  (22,614)
Cash flows from investing activities:
Additions to property and eqUIPMENt . ... ...... ...ttt (10,924) (20,824) (29,666)
Additions to other intangible assets ............ ... . .. i e (1,524) (5,108) (2,007)
Acquisition of a business, netof cashacquired ......... ... ... ... ... o L (9,822) _— —
Net proceeds from sale of business .. ......... ... i i — — 10,200
Purchases of INVESIMENES ... ... i it e et e e e — (17,119)  (40,220)
Proceeds from sales and maturities of investments .............. ... ... .. ..., — 48,556 40,295
Net cash (used) provided by investing activities . . .............. ... ... ... ......... (22,270) 5,505 (21,398)
Cash flows from financing activities:
Proceeds from issuance of common stock .. ....... ... .. . ... 9,712 7,688 8,627
Purchases of treasury stOCK . . ... ... u vttt e — (167)  (4,998)
Net cash provided by financing activities .. .......... ... ... ... . ... ... ... ... 9,712 7,521 3,629
Effect of exchange rate changes on cash and cash equivalents ........................... 797 6,966 1,839
Net increase (decrease) in cash and cashequivalents ................................ 89,575 26,487  (38,544)
Cash and cash equivalents, beginning of year ............... ... i 205,312 178,825 217,369
Cash and cash equivalents,end of year . . ............ ... ... ... ... ... ... ... . ... $294,887 $205,312 $178,825

The accompanying notes are an integral part of the consolidated financial statements.
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PARAMETRIC TECHNOLOGY CORPORATION

CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY |
(in thousands)

Year ended September 30,

2004 2003 2002

Common stock

Balance—beginning of year . ............. i $ 2,664 $ 2,626 § 2,761
Issued for employee stock purchase and optionplans ......................... 31 39 —
Retirement of treasury Stock . . . ... . o — 1) (135)

Balance—end Of Year . ... ... ... e 2,695 2,664 2,626

Additional paid-in capital

Balance—beginningofyear .................. . ... .... e e e 1,652,303 1,644,198 1,643,626
Issued for employee stock purchase and optionplans ...................... ... 9,681 7,649 —
Tax benefit related to stock option plans ......... ... ..., — — 352
Compensation expense from restricted stock and stock option grants . . ........... 437 456 220

Balance—end of year . ... ... 1,662,421 1,652,303 1,644,198

Treasury stock

Balance—beginning of year . ......... .. .. — — (173,504)
Repurchased ... ... i — — (4,998)
Issued for employee stock purchase and optionplans ......................... — (167) 28,125
Retirement of treasury StOCK . . .. ..ottt e — ‘ 167 150,377

Balance—end of year . ....... ... i — — —

Accumulated deficit

Balance—beginning of year . .. ... . (1,421,963) (1,323,517) (1,060,154)
Netincome (I0SS) . .. vv ittt et e e et e 34,813 (98,280) (93,621)
Treasury shares issued for employee stock purchase and optionplans ............ — — (19,500)
Retirement of treasury stock . ......... o — (166) (150,242)

Balance—end of year . . ... .. .. (1,387,150) (1,421,963) (1,323,517)

Accumulated other comprehensive loss

Balance—beginning of year . ........... e (37,846) (33,379) (27,637)
Foreign currency translation adjustment ............ ... ... i 815 813 2,042
Unrealized gain (10ss) on investments . .............. e enenen.. (154) 111 (65)
Minimum pension liability adjustment ........ ... .. ... .. i 1,170 (5,391) (7,719)

Balance—endof year ....... ... (36,015) (37,846) (33,379)

Total stockholders’ equity ............. ... . i $ 241951 $ 195,158 $ 289,928

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME (LOSS)
(in thousands)

Year ended September 30,

2004 2003 2002

Comprehensive income (loss):
NetinCOME (10SS) . . v\ vttt ettt e e ettt e e e e $ 34813 $ (98,280) S (93,621)
Other comprehensive income (loss), net of tax:

Foreign currency translation adjustment, net of tax of $0 for all periods .......... 815 813 2,042

Unrealized (loss) gain on investment securities and derivatives, net of tax of $0 for

Al PEriOS . ..o e st e (154) 111 (65)

Minimum pension liability adjustment, net of tax of $0 for all periods . . .......... 1,170 (5,391) (7,719)
Other comprehensive income (1088) .. ... ... 1,831 4,467) (5,742)
Comprehensive income (10SS) . ... $ 36,644 $ (102,747) $ (99,363)

The accompanying notes are an integral part of the consolidated financial statements.
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PARAMETRIC TECHNOLOGY CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

A. Description of Business and Summary of Significant Accounting Policies

Business

Parametric Technology Corporation (PTC), founded in 1985 and headquartered in Needham, MA, develops, markets and supports
product lifecycle management (PLM) software solutions that help manufacturers improve the competitiveness of their products and
product development processes. Our solutions, which include a suite of mechanical computer-aided design tools (our design
solutions) and a range of Internet-based collaboration technologies (our collaboration and control solutions), enable manufacturing
companies to create virtual computer-based products (digital products), collaborate on designs within the enterprise and throughout
the extended supply chain, and control the digital product information throughout the product lifecycle. This results in streamlined
engineering processes, improved product quality, optimized product information management and reduced cost and time-to-market
cycles. Our PLM software solutions are complemented by the strength and experience of our services organization, as well as
third-party systems resellers and other strategic partners, who provide training, consulting, ancillary product offerings,
implementation and support to customers worldwide.

Basis of Presentation

Our fiscal year-end is September 30. The consolidated financial statements include the parent company and its wholly owned
subsidiaries, including those operating outside the U.S. All intercompany balances and transactions have been eliminated in the
financial statements. Certain reclassifications have been made for consistent presentation. The most significant reclassification
relates to the 2003 presentation of income taxes receivable. Income taxes receivable totaling $23.3 million were recorded in net
accrued income taxes as of September 30, 2003 and have been reclassified to current assets to conform to the 2004 presentation.
We prepare our financial statements under generally accepted accounting principles that require management to make estimates
and assumptions that afféct the amounts reported and the related disclosures. Actual results could differ from these estimates.

Foreign Currency Translation

For our international operations where the functional currency is the local currency, we translate assets and liabilities at exchange
rates in effect at the balance sheet date and record translation adjustments in stockholders’ equity. As of September 30, 2004 and
2003, cumulative translation adjustment gains of $3.7 million and $2.9 million, respectively, were included in the accumulated
other comprehensive income (loss) component of stockholders’ equity. For our international operations where the U.S. dollar is the
functional currency, we remeasure monetary assets and liabilities using exchange rates in effect at the balance sheet date and
nonmonetary assets and liabilities at historical rates and record resulting exchange gains or losses in other expense in the statement
of operations. We translate income statement amounts at average rates for the period. Transaction gains and losses are recorded in
other expense in the statément of operations.

Revenue Recognition

We derive revenues from three primary sources: (1) software licenses, (2) maintenance services and (3) other services, which
include consulting and education services. Revenue by type for 2004, 2003 and 2002 was as follows:

Year ended September 30,
2004 2003 2002
(in thousands)
LICENSE TEVENUE . . . o ottt et et e e $198.860  $205,301  $242,906
Maintenance SEIVICES TEVEIMUE . . ... v v vttt it ettt e et 323,420 309,091 329,542
Other SEIVICES TEVENUE . o o v ittt et e e e e e e 137,749 157,548 169,509
TOAl TEVEIUE . . . o« o e e e e e e e e e e e $660,029 $671,940 $741,957




PARAMETRIC TECHNOLOGY CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

While we apply the guidance of Statement of Position (SOP) No. 97-2, Software Revenue Recognition, and Statement of Position
No. 98-9, Modification of SOP 97-2, Software Revenue Recognition with Respect to Certain Transactions, both issued by the
American Institute of Certified Public Accountants, as well as SEC Staff Accounting Bulletin 104, Revenue Recognition in
Financial Sratements, we exercise judgment and use estimates in connection with the determination of the amounts of software
license and services revenues to be recognized in each accounting period.

For software license arrangements that do not require significant modification or customization of the underlying software, we
recognize revenue when: (1) persuasive evidence of an arrangement exists, (2) delivery has occurred (generally, FOB shipping
point or electronic distribution), (3) the fee is fixed or determinable, and (4) collection is probable. Substantially all of our license
revenues are recognized in this manner.

Our software is distributed primarily through our direct sales force. However, our indirect distribution channel continues to expand
through alliances with resellers. Revenue arrangements with resellers are recognized on a sell-through basis; that is, when we
receive persuasive evidence that the reseller has sold the products to an end-user customer. We do not offer contractual rights of
return, stock balancing, or price protection to our resellers, and actual product returns from them have been insignificant to date. As
a result, we do not maintain reserves for product returns and related allowances.

At the time of each sale transaction, we must make an assessment of the collectibility of the amount due from the customer.
Revenue is only recognized at that time if management deems that collection is probable. In making this assessment, we consider
customer credit-worthiness and historical payment experience. At that same time, we assess whether fees are fixed or determinable
and free of contingencies or significant uncertainties. If the fee is not fixed or determinable, revenue is recognized only as
payments become due from the customer, provided that all other revenue recognition criteria are met. In assessing whether the fee
is fixed or determinable, we consider the payment terms of the transaction and our collection experience in similar transactions
without making concessions, among other factors. Our software license arrangements generally do not include customer
acceptance provisions. However, if an arrangement includes an acceptance provision, we record revenue only upon the earlier of
(1) receipt of written acceptance from the customer or (2) expiration of the acceptance period.

Our software arrangements often include implementation and consulting services that are sold separately under consulting
engagement contracts or as part of the software license arrangement. When we determine that such services are not essential to the
functionality of the licensed software and qualify as “service transactions” under SOP 97-2, we record revenue separately for the
license and service elements of these arrangements. Generally, we consider that a service is not essential to the functionality of the
software based on various factors, including if the services may be provided by independent third parties experienced in providing
such consulting and implementation in coordination with dedicated customer personnel. If an arrangement does not qualify for
separate accounting of the license and service elements, then license revenue is recognized together with the consulting services
using either the percentage-of-completion or completed-contract method of contract accounting. Contract accounting is also
applied to any software arrangements that include customer-specific acceptance criteria or where the license payment is tied to the
performance of consulting services. Under the percentage-of-completion method, we estimate the stage of completion of contracts
with fixed or “not to exceed” fees based on hours or costs incurred to date as compared with estimated total project hours or costs
at completion. If we do not have a sufficient basis to measure progress towards completion, revenue is recognized upon completion
of the contract. When total cost estimates exceed revenues, we accrue for the estimated losses immediately. The use of the
percentage-of-completion method of accounting requires significant judgment relative to estimating total contract costs, including
assumptions relative to the length of time to complete the project, the nature and complexity of the work to be performed, and
anticipated changes in salaries and other costs. When adjustments in estimated contract costs are determined, such revisions may
have the effect of adjusting in the current period the earnings applicable to performance in prior periods.

We generally use the residual method to recognize revenues from arrangements that include one or more elements to be delivered
at a future date, when evidence of the fair value of all undelivered elements exists. Under the residual method, the fair value of the
undelivered elements (e.g., maintenance, consulting and education services) based on vendor-specific objective evidence (VSOE)
is deferred and the remaining portion of the arrangement fee is allocated to the delivered elements (i.e., software
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PARAMETRIC TECHNOLOGY CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

license). If evidence of the fair value of one or more of the undelivered services does not exist, all revenues are deferred and
recognized when delivery of all of those services has occurred or when fair values can be established. We determine VSOE of the
fair value of services revenues based upon our recent pricing for those services when sold separately. VSOE of the fair value of
maintenance services may also be determined based on a substantive maintenance renewal clause, if any, within a customer
contract. Our current pricing practices are influenced primarily by product type, purchase volume, maintenance term and customer
location. We review services revenues sold separately and maintenance renewal rates on a periodic basis and update, when
appropriate, our VSOE of fair value for such services to ensure that it reflects our recent pricing experience.

Significant incremental discounts offered in multiple-element arrangements that would be characterized as separate elements are
infrequent and are allocated to software license revenues under the residual method. In limited circumstances, where a customer
receives a subscription-based license, license revenue is recognized ratably over the term of the arrangement. In limited
circumstances, where the right to use the software license is contingent upon current payments of maintenance, fees for software
and maintenance are recognized ratably over the initial maintenance term.

Maintenance services generally include rights to unspecified upgrades (when and if available), telephone and Internet-based
support, updates and bug fixes. Maintenance revenue is recognized ratably over the term of the maintenance contract on a straight-
line basis. It is uncommon for us to offer a specified upgrade to an existing product; however, in such instances, all revenue of the
arrangement is deferred until the future upgrade is delivered.

‘When consulting qualifies for separate accounting, consulting revenues under time and materials billing arrangements are
recognized as the services are performed. Consuiting revenues under fixed-priced contracts are generally recognized using the
percentage-of-completion method. If there is a significant uncertainty about the project completion or receipt of payment for the
consulting services, revenue is deferred until the uncertainty is sufficiently resolved. Reimbursements of out-of-pocket
expenditures incurred in connection with providing consulting services are included in services revenue, with the offsetting
expense recorded in cost.of services revenue.

Education services include on-site training, classroom training, and computer-based training and assessment. Education revenues
are recognized as the related training services are provided.

Deferred Revenue

Deferred revenue primarily relates to software maintenance agreements bilied to customers for which the services have not yet
been provided. The liability associated with performing these services is included in deferred revenue and, if not yet paid, the
related amount is included in other current assets. The maintenance-related amounts included in other current assets at September
30, 2004 and 2003 were $33.3 million and $37.0 million, respectively. Deferred revenue consisted of the following:

September 30,
2004 2003
(in thousands)
Deferred malntenance TEVEIIUE . . . .o\ttt e et et e et e e et e $146,797 $145,684
Deferred other SErVICE TEVEIUE . . ... oottt et e e et et e e e e e e 23,637 22,407
Deferred lICENSE rEVENUE . . ..o\ttt ettt et e 6,230 4,924
Total deferred revenue ... ... ... .. e $176,664 $173,015

Cash, Cash Equivalents, Marketable Investments and Non-marketable Securities

Our cash equivalents, short-term investments, and marketable investments are invested in debt instruments of financial institutions,
government entities and corporations and in mutual funds. We have established guidelines relative to credit ratings,
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PARAMETRIC TECHNOLOGY CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

diversification and maturities that are intended to maintain safety and liquidity. Cash equivalents include highly liquid investments
with maturity periods of three months or less when purchased. Short-term investments include those investments with maturities in
excess of three months but less than one year. Marketable investments are those with maturities in excess of one year but less than

two years. Our portfolio of investments at September 30, 2004 and 2003 consisted only of cash and cash equivalents.

Investments in non-marketable securities, which include a limited number of strategic minority equity investments, were $0.5
million and $0.8 million as of September 30, 2004 and 2003, respectively, and are included in other long-term assets in the
accompanying consolidated balance sheets. These investments are periodically evaluated for impairment based on market
conditions, the industry sectors in which the investment entity operates, the viability and prospects of each entity, and the
continued strategic importance of the investment to us. A write-down of the related investment is recorded when an impairment is
considered other than temporary. Other than temporary write-downs of investments recorded to other expense, net, were $0.2
million, $0.4 million and $1.0 million in 2004, 2003 and 2002, respectively.

Our cash equivalents, short-term and marketable investments are classified as available for sale and reported at fair value, with
unrealized gains and losses included in the accumulated other comprehensive income (loss) component of stockholders’ equity and
amortization or accretion of premium or discount included in interest income. As of September 30, 2004 and 2003, unrealized
gains of $0.1 million and $0.2 million, respectively, are included in the accumulated other comprehensive income (loss) component
of stockholders’ equity.

Concentration of Credit Risk and Fair Value of Financial Instruments

The amounts reflected in the consolidated balance sheets for cash and cash equivalents, accounts receivable and accounts payable
approximate their fair value due to their short maturities. Financial instruments that potentially subject us to concentration of credit
risk consist primarily of investments, trade receivables and derivatives. Our cash, cash equivalents, investments and derivatives are
placed with financial institutions with high credit standings. Our credit risk for derivatives is also mitigated due to the short-term
nature of the contracts. Qur customer base consists of large numbers of geographically diverse customers dispersed across many
industries, and no individual customer comprised more than 10% of our net trade accounts receivable as of September 30, 2004 or
2003.

Allowance for Doubtful Accounts

We maintain allowances for doubtful accounts for estimated losses resulting from the inability of our customers to make required
payments. In determining the adequacy of the allowance for doubtful accounts, management specifically analyzes individual
accounts receivable, historical bad debts, customer concentrations, customer credit-worthiness, current economic conditions,
accounts receivable aging trends and changes in our customer payment terms. Our allowance for doubtful accounts on trade
accounts receivable was $6.3 million as of September 30, 2004, $6.8 million as of September 30, 2003, $6.2 million as of
September 30, 2002 and $5.6 million as of September 30, 2001. Uncollectible trade accounts receivable written-off, net of
recoveries, were $3.6 million, $4.5 million and $3.7 million for 2004, 2003 and 2002, respectively. Bad debt expense was $3.1
million, $5.1 million and $4.3 million in 2004, 2003 and 2002, respectively.

Transfers of Financial Assets

We offer our customers the option to purchase software and services through payment plans. In general, we transfer future
payments under certain of these contracts to third-party financial institutions on a non-recourse basis. We record such transfers as
sales of the related accounts receivable when we surrender control of such receivables under the provisions of Statement of
Financial Accounting Standards (SFAS) No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments
of Liabilities.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Derivatives

We apply SFAS No. 133,‘.Accounzing for Derivative Instruments and Hedging Activities, which established accounting and
reporting standards for derivative instruments, including certain derivative instruments embedded in other contracts, and for
hedging activities. All derivatives, whether designated in a hedging relationship or not, are required to be recorded on the balance
sheet at fair value. SFAS No. 133 also requires that changes in the derivative’s fair value be recognized currently in earnings unless
specific hedge accounting criteria are met, and that the company formally document, designate, and assess the effectiveness of
transactions that receive hedge accounting. The effectiveness of the derivative as a hedging instrument is based on changes in its
market value being highlj correlated with changes in the market value of the underlying hedged item.

Derivatives are financial instruments whose value is derived from one or more underlying financial instruments, such as foreign
currency. We enter into derivative transactions, specifically foreign currency forward contracts and foreign currency option
contracts, to manage our exposure to fluctuations in foreign exchange rates. The contracts are primarily in European currencies and
Japanese Yen and typically have maturities of less than three months. Any derivative we enter into is designated at inception as a
hedge of risks associated with specific assets, liabilities or future commitments and is monitored to determine if it remains an
effective hedge. We do not enter into or hold derivatives for trading or speculative purposes.

We routinely use forward contracts to hedge specific foreign currency-denominated receivables. These contracts, with maturities of
less than three months, require us to exchange foreign currencies for U.S. dollars at maturity at rates agreed to at inception of the
contracts. All foreign currency transactions and all outstanding forward contracts are marked-to-market at the end of each
accounting period with unrealized gains and losses recorded in the statement of operations. As of September 30, 2004 and 2003,
we had outstanding forward contracts with notional amounts equivalent to approximately $83.3 million ($58.9 million in Euros,
$12.1 million in British Pounds, $6.4 million in Japanese Yen and $5.9 million in other currencies) and $75.7 million ($56.8
million in Euros, $8.1 million in British Pounds, $4.1 million in Japanese Yen and $6.7 million in other currencies), respectively.
Net realized and unrealized gains and losses associated with exchange rate fluctuations on forward contracts and the underlying
foreign currency exposure being hedged were immaterial for all periods presented.

We periodically use foreign currency option contracts, with maturities of less than one year, to hedge specific forecasted net cash
flow transactions that are derived from anticipated international revenue. These hedges are designated as effective cash flow
hedging instruments under SFAS No. 133. The premiums to purchase option contracts are capitalized in other assets and recorded
in other expense in the period in which the forecasted transaction occurs. The effective portion of the changes in the fair value of
the option contracts are recorded in other comprehensive income (loss), and subsequently recognized in license and service
revenue in the period in which the forecasted transactions occur. As of September 30, 2004 and 2003, there were no foreign
currency option contracts outstanding.

Property and Equipment

Property and equipment are recorded at cost and depreciated using the straight-line method over their estimated useful lives.
Computer hardware and software are typically amortized over three to five years, and furniture and fixtures over three to eight
years. Leasehold improvements are amortized over the shorter of their useful lives or the remaining terms of the related leases.
Property and equipment under capital leases are amortized over the lesser of the lease terms or their estimated useful lives.
Maintenance and repairs are charged to expense when incurred; additions and improvements are capitalized. When an item is sold
or retired, the cost and related accumulated depreciation is relieved, and the resulting gain or loss, if any, is recognized in income.

Computer Software Costs

We incur costs to develop computer software to be licensed or otherwise marketed to customers. Research and development costs
are expensed as incurred, except for costs of internally developed or externally purchased software that qualify for capitalization.
Software development costs incurred subsequent to the establishment of technological feasibility, but prior to the general release of
the product, are capitalized and, upon general release, are amortized using the straight-line method over the
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expected life of the related products. The straight-line method approximates the same amount of expense as that calculated using
the ratio that current period gross product revenues bear to total anticipated gross product revenues. Computer software costs
capitalized in 2004, 2003 and 2002 totaled $1.5 million, $4.1 million and $2.0 million, respectively. In addition, as described in
Note D, $1.6 million of software was capitalized in connection with our acquisition of a business in 2004.

Goodwill, Other Intangible Assets and Long-lived Assets

Goodwill is the amount by which the cost of acquired net assets in a business acquisition exceeded the fair values of net
identifiable assets on the date of our purchase. All goodwill is attributable to our software products reportable segment.

Prior to October 1, 2002, we amortized goodwill over five to seven years and amortized other intangible assets, such as assembled
workforces, customer lists, purchased software and capitalized software, over three to five years. Trademarks, which are also
included in other intangible assets, were amortized over seven years. Effective October 1, 2002 with the adoption of SFAS No.
142, Goodwill and Other Intangible Assets, we no longer amortize intangible assets with indefinite useful lives including goodwill,
assembled workforce and trademarks. Instead, these assets are evaluated for impairment annually, or more frequently if events or
changes in circumstances indicate that the asset might be impaired. Factors we consider important which could trigger an
impairment review include significant underperformance relative to historical or projected future operating results, significant
changes in our use of the acquired assets or the strategy for our overall business, significant negative industry or economic trends, a
significant decline in our stock price for a sustained period and a reduction of our market capitalization relative to net book value.
To conduct these tests of goodwill and indefinite-lived intangible assets, the fair value of the reporting unit is compared to its
carrying value. If the reporting unit’s carrying value exceeds its fair value, we record an impairment loss to the extent that the
carrying value of goodwill exceeds its implied fair value. We estimate the fair values of our reporting units using discounted cash
flow valuation models.

Long-lived assets primarily include property and equipment and intangible assets with finite lives (purchased software, capitalized
software and customer lists). In accordance with SFAS No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets,
we periodically review long-lived assets for impairment whenever events or changes in business circumstances indicate that the
carrying amount of the assets may not be fully recoverable or that the useful lives of those assets are no longer appropriate. Each
impairment test is based on a comparison of the undiscounted cash flows to the recorded value of the asset. If impairment is
indicated, the asset is written down to its estimated fair value based on a discounted cash flow analysis.

Advertising Expenses

Advertising costs are expensed as incurred. Total advertising expenses incurred were $1.1 million, $5.9 million and $8.5 million in
2004, 2003 and 2002, respectively.

Income Taxes

Our income tax expense includes U.S. and international income taxes. Certain items of income and expense are not reported in tax
returns and financial statements in the same year. The tax effects of these differences are reported as deferred tax assets and
liabilities. Deferred tax :assets are recognized for the estimated future tax effects of deductible temporary differences and tax
operating loss and credit carryforwards. Changes in deferred tax assets and liabilities are recorded in the provision for income
taxes. We assess the likelihood that our deferred tax assets will be recovered from future taxable income and, to the extent we
believe that it is more likely than not that all or a portion of deferred tax assets will not be realized, we establish a valuation
allowance. To the extent we establish a valuation allowance or increase this allowance in a period, we include an expense within
the tax provision in the statement of operations.
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Earnings Per Share (EPS)

Basic EPS is calculated by dividing net income (loss) by the weighted average number of shares outstanding during the period.
Diluted EPS is calculated by dividing net income (loss) by the weighted average number of shares outstanding plus the dilutive
effect, if any, of outstanding stock options using the treasury stock method. The following table presents the calculation for both
basic and diluted EPS:

Year ended September 30,

2004 2003 2002
(in thousands, except per share)

NetInCOME (10SS) . .\ v vttt ittt et et e et e et e e $ 34,813 $(98,280) $(93,621)
Weighted average shares outstanding . ......... .. ... .. . . L 267,704 264,149 260,901
Dilutive effect of employee stock options . ........... ... i 5,479 — —
Diluted shares outstanding . ........... ...t 273,183 264,149 260,901
Basic earnings (Joss) pershare .......... . $ 013 §$ (037 $ (036)
Diluted earnings (loss) per share . . . ... ... it $ 013 $ (©37) $ (036

Stock options to purchase 48.2 million, 67.4 million and 58.3 million shares for 2004, 2003 and 2002, respectively, had exercise
prices per share that were greater than the average market price of our common stock for those periods. These shares were
excluded from the computation of diluted EPS as the effect would have been anti-dilutive. Due to the net losses generated in 2003
and 2002, the effect of outstanding stock options for the purchase of an additional 3.5 million and 11.5 million shares for those
periods, respectively, was excluded from the computation of diluted EPS as the effect would also have been anti-dilutive.

Stock-Based Compensation

We account for stock-based compensation using the intrinsic value method prescribed in Accounting Principles Board Opinion
(APB) No. 25, Accounting for Stock Issued to Employees, and related interpretations. Under APB No. 25, no compensation cost is
recognized when the option price is equal to the market price of the underlying stock on the date of grant. Compensation expense
for restricted stock granted under our employee stock plans is determined based on the difference between the fair market value of
the stock at the date of grant and the exercise price, and is recognized ratably over the vesting period. An alternative method of
accounting is SFAS No. 123, Accounting for Stock-Based Compensation. Under SFAS No. 123, employee stock options are valued
at the grant date using an option pricing model, and compensation cost is recognized ratably over the vesting period.

SFAS No. 148, Accounting for Stock-Based Compensation—Transition and Disclosure, issued by the Financial Accounting
Standards Board in December 2002, amends the disclosure requirements of SFAS No. 123 to require prominent disclosure in both
the annual and interim financial statements about the method of accounting for stock-based compensation and the effect of the
method used on reported results. As permitted by APB No. 25, we generally have not recognized compensation expense in
connection with stock option grants to employees, directors and officers under our plans. The following table illustrates the effect
on net income (loss) and net earnings (loss) per share if we had applied the fair value recognition provisions of SFAS No. 123 to all
stock-based awards to employees.

Year ended September 30,
2004 2003 2002
(in thousands, except per share amounts)
Net income (10ss), as reported . ... ...ttt $34,813 $ (98,280) $ (93,621)
Stock-based compensation cost included in reported net income (loss), net of tax of $0 for all
PEIIOOS . . ot e 437 456 220
Stock-based compensation expense determined under fair value based method, net of tax of $0
for all periods .. ... e e e (34,104) (51,699) (101,064)
Pro forma net income (105S) . . ..o vttt it e $ 1,146 $(149,523) $(194,465)
Earnings (loss) per share:
Basicand diluted—asreported .. ..... ... .. ... .. e $ 013 $ (037 $ (036
Basic and diluted—proforma . ... ... ... $ 000 $ (037 $ (075
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The illustrative disclosures above include the amortization of the fair value of options over their vesting schedules. The pro forma
net income (loss) for 2004, 2003 and 2002 includes an income tax valuation allowance fully offsetting any income tax benefit
related to the stock-based employee compensation expense for those periods. The effects indicated above of applying SFAS No.
123 are not necessarily representative of the effects on similar illustrative disclosures in future years.

The fair value of options and employee stock purchase plan shares granted has been estimated at the date of grant using the Black-
Scholes option-pricing model assuming the following weighted-average assumptions:

Year ended September 30,

2004 2003 2002
Expected life for options (YEars) .. ...t 4.0 4.0 6.0
Risk-free interest rates for options ... ........ ... 32% 29% 49%
Expected life for employee stock purchase plan shares (months) ...................... ... 6.0 6.0 6.0
Risk-free interest rates for employee stock purchase plan shares ......................... 1.1% 32% 23%
Volatility . ... 74%  15% 15%
Dividend yield . ... ... .. — — —

The weighted average fair value of employee stock options granted was $2.50 in 2004, $1.60 in 2003 and $3.25 in 2002. The
weighted average fair value of shares granted under the stock purchase plan was $1.23 in 2004, $0.98 in 2003 and $2.93 in 2002.

The Black-Scholes option-pricing model was developed for use in estimating the fair value of traded options that have no vesting
restrictions and are fully transferable. In addition, option valuation models require the input of highly subjective assumptions,
including the expected stock price volatility. Qur options have characteristics significantly different from those of traded options
and changes in the subjective input assumptions can materially affect the fair value estimate.

Recent Accounting Pronouncements
Consolidation of Variable Interest Entities

In January 2003, the Financial Accounting Standards Board (FASB) issued FIN No. 46, Consolidation of Variable Interest Entities
and, in December 2003, issued a revision to that interpretation (FIN No. 46R). FIN No. 46R replaces FIN No. 46 and addresses
consolidation by business enterprises of variable interest entities that possess certain characteristics. A variable interest entity
(VIE) is defined as (a) an ownership, contractual or monetary interest in an entity where the ability to influence financial decisions
is not proportional to the investment interest, or (b) an entity lacking the invested capital sufficient to fund future activities without
the support of a third party. FIN No. 46R establishes standards for determining under what circumstances VIE’s should be
consolidated with their primary beneficiary, including those to which the usual condition for consolidation does not apply. FIN No.
46R requires that if an entity has a controlling financial interest in a VIE, the assets, liabilities and results of activities of the VIE
should be included in the consolidated financial statements of the entity. The provisions of FIN No. 46R were effective
immediately for all arrangements entered into after January 31, 2003 and in the second quarter of fiscal 2004!for those
arrangements entered into prior to January 31, 2003. The adoption of FIN No. 46R did not have a material impact on our financial
position or results of operations.

Employee Stock-Based Compensation

In March 2004, the FASB issued an Exposure Draft for a Proposed Statement of Financial Accounting Standards, Share-Based
Payment. This proposed Statement addresses the accounting for transactions in which a company receives employee services in
exchange for (a) equity instrumeunts of the company or (b) liabilities that are based on the fair value of the company’s equity
instruments or that may be settled by the issuance of such equity instruments. This proposed Statement also would eliminate the
ability to account for share-based compensation transactions using APB Opinion No. 25, Accounting for Stock Issued to
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Employees, and generally would require that such transactions be accounted for using a fair-value-based method. The FASB has
nearly completed its deliberations and is expected to release a final statement by the end of our second quarter of fiscal 2005.
During its deliberations to address the comment letters, the FASB has preliminarily indicated that the effective date for this
statement would be for periods beginning after June 15, 2005, which would be the fourth quarter of our fiscal 2005. We currently
are assessing the impact of this proposed Statement on our share-based compensation programs; however, we expect that the
requirement to expense stock options and other equity interests that have been or will be granted to employees will significantly
increase our operating expenses and result in lower earnings per share.

The American Job Creafions Act

In October 2004, the American Jobs Creation Act of 2004 (“AJCA”) was signed into law. The AJCA contains a series of
provisions, several of which are pertinent to us. The AJCA creates a temporary incentive for U.S. multinational corporations to
repatriate accumulated income abroad by providing an 85% dividends received deduction for certain dividends from controlled
foreign corporations. It has been our practice to permanently reinvest all foreign earnings into our foreign operations. Should we
determine that we plan to repatriate any of our foreign earnings, we will be required to establish a deferred tax liability on such
earnings through a charge to our income tax provision. :

The AJCA also provides U.S. corporations with an income tax deduction equal to a stipulated percentage of qualified income from
domestic production activities (“qualified activities”). The deduction, which cannot exceed 50% of annual wages paid, is phased in
as follows: 3% of qualified activities in 2005 and 2006; 6% in 2007 through 2009; and 9% in 2010 and thereafter. We believe that
we qualify for the deduction. Current accounting literature is unclear on whether the deduction should be accounted for as a special
deduction or a tax rate reduction; however, the FASB has reached a tentative conclusion that this would be a special deduction. If
treated as a special deduction, the tax benefit of the deduction would generally be accounted for in the periods in which the
qualifying activities occur, generally the years in which the deductions are taken on the tax returns. This benefit would be included
in our annual effective tax rate, but would not result in a remeasurement of deferred income taxes. If treated as a rate reduction, we
would be required to revalue our deferred tax assets and liabilities. We expect the FASB to provide further guidance in the fourth
quarter of calendar 2004 as to whether the deduction should be accounted for as a special deduction or a tax rate reduction. The
AJCA, as well as the outcome of the FASB’s decision, may have an impact on our tax rate for future years. However, we have
maintained a full deferred tax valuation on U.S. deferred taxes (see Note E) and, as a result, we do not expect the AJCA to
materially affect our financial position or results of operations.

B. Restructuring and Other Charges, Gain on Sale of a Business and Write-down of Investments
Restructuring and Other Charges

In 2004, we recorded total restructuring and other charges of $42.9 million. The restructuring and other charges were comprised of
$21.0 million for severance and termination benefits related to 459 employees terminated during 2004 and $21.9 million related
primarily to excess facilities. The charges for excess facilities are primarily related to gross lease commitments in excess of
estimated sublease income for excess facilities. Of the total restructuring and other charges recorded in 2004, $1.9 million was non-
cash for the write-off of leasehold improvements related to the excess facilities. This restructuring program was completed in the
fourth quarter of 2004. °

In 2003, we recorded total restructuring and other charges of $30.9 million. The restructuring and other charges were comprised of
$17.9 million for severance and termination benefits related to 361 employees terminated during 2003. We also recorded charges
of $11.6 million related to excess facilities and $1.4 million of other costs, primarily related to the write-off of acquired
technology. The increases in the liability for excess facilities in 2003 related primarily to revised estimates of gross lease
commitments in excess of expected sublease income for leases assumed in our 1998 acquisition of Computervision Corporation
(Computervision) and consolidating existing leased facilities.

In 2002, we recorded restructuring and other charges of $31.2 million primarily associated with a reduction in workforce and for
excess facilities. The restructuring charges were comprised of $17.3 million for severance and termination benefits related to
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approximately 310 employees who were notified or terminated during 2002 and $13.9 million related to excess facilities. The
excess facilities charge was primarily comprised of an increase to Computervision lease liabilities for existing excess facilities,
needed as a result of changing real estate market conditions and related actions taken by several subtenants.
The following table summarizes restructuring and other charges reserve activity for the three years ended September 30, 2004:

Employee Severance Facility Closures
and Related Benefits  and Other Costs Total

(in thousands)

Balance, September 30, 2001 .. ... . e $ 18,377 $ 30,970 $ 49,347
Charges to OPErationS . .. ...ttt et 17,295 13,855 31,150
Cash diSbUISEMENTS ... .ottt e e e e e e e (33,017) (9,516) (42,533)

Balance, September 30,2002 .. ... ... 2,655 35,309 37,964
Charges to OPerations . .. ... ....c.uvuiinnen e 17,855 13,041 30,896
Cash disbursements . .... ...t e i (15,667) - (8,775) (24,442)
Non-cash utilization . ......... ... . i e — (1,469) (1,469)

Balance, September 30,2003 .. ... ... . 4,843 38,106 42,949
Charges to Operations . ....... ... ... it 21,033 21,900 42,933
Cashdisbursements ................ciiiiina... e e (25,488) (15,132) (40,620)
Non-cash utilization .. .......... ..t — (1,941) (1,941)

Balance, September 30, 2004 . . ... ... $ 388 $ 42,933 $ 43,321

The accrual for facility closures and related costs is included in accrued expenses and other current liabilities and other long-term
liabilities in the consolidated balance sheet, and the accrual for employee severance and related benefits is included in accrued
compensation and benefits. As of September 30, 2004, of the $43.3 million remaining.in accrued restructuring charges, $12.0
million was included in other current liabilities and $31.3 million was included in other long-term liabilities, principally for facility
costs to be paid out through 2014,

Gain on Sale of a Business

In 2002, we completed the sale of our ICEMe surfacing business for $10.2 million in cash, resulting in a pre-tax gain of $8.7
million.

Write-down of Investments

We periodically review equity investments for impairment based on market conditions, the industry sectors in which the
investment entity operates, the viability and prospects of each entity, and the continued strategic importance of the investment to
us. A write-down of the related investment is recorded when an impairment is considered other than temporary. In 2004, 2003 and
2002, we recorded write-downs on several equity investments, included in other expense, net, of $0.2 million, $0.4 million and
$1.0 million, respectively, to reflect other-than-temporary declines in valuation. At September 30, 2004 and 2003, equity
investments included in other long-term assets were $0.5 million and $0.8 million, respectively.
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C. Property and Equipment

Property and equipment consisted of the following:

September 30,
2004 2003

(in thousands)
Computer hardware and sOftware . ..............v vttt $ 149920 $179,192
Furniture and fiXtUIes . ...... ..ttt e 17,803 20,442
Leasehold improvements . . . ... ..ottt ettt e e e 32,634 36,069
Gross property and €QUIPIENT ... ...ttt e 200,357 235,703
Accumulated depreciation and amortization . . ............. .. i (144,577) (162,140)
Net property and eqUIPIENt ... .. .. ...ttt ettt e et $ 55780 $§ 73,563

Depreciation expense was $26.9 million, $33.5 million and $34.0 million in 2004, 2003 and 2002, respectively. Capital leases as of
September 30, 2004 and 2003 were not material.

D. Goodwill and Other Intangible Assets

On October 1, 2002, in accordance with SFAS No. 142, Goodwill and Other Intangible Assets, we stopped amortizing goodwill
and adopted a new policy for measuring goodwill and indefinite-lived intangible assets for impairment. We currently operate
within a single industry siegment—cornputer software and related services. Within this single industry segment as described in
Note L, Segment Information, we have two reportable segments: (1) software products and (2) services. All of our goodwill and
other intangible assets are associated with our software products reportable segment. Under our new policy, goodwill and other
intangible assets are tested for impairment at least annually, or on an interim basis if an event occurs or circumstances change that
would, more likely than not, reduce the fair value of the reporting segment below its carrying value. We completed our annual
impairment review as of July 3, 2004 and concluded that no impairment charge was required as of that date. There have not been
any events or changes in circumstances since July 3, 2004 that indicate that the carrying values of goodwill or other intangible
assets may not be recoverable.

Goodwill and other intangible assets consisted of the following:

September 30, 2004 September 30, 2003
Gross Gross
Carrying  Accumulated Net Book Carrying  Accumulated Net Book
Amount  Amortization Value Amount  Amortization Value

(in thousands)
Goodwill and intangible assets with indefinite lives (not

amortized): ,
Goodwill ........ R $150,223  $105,002  $45,221 $140,310 $102,906  $37,404
Trademarks ...... ........... ... ... ....... 10,232 6,078 4,154 9,925 5,939 3,986

160,455 111,080 49,375 150,235 108,845 41,390
Intangible assets with finite lives (amortized):

Purchased software ......................... 30,385 29,060 1,325 28,482 24,482 4,000
Capitalized software . ......... ... . oovan. 22,877 18,654 4,223 21,354 15,636 5,718
Customer lists . ..ot 10,665 9,045 1,620 8,631 7,946 685
Other ..o e, 316 316 — 316 258 58
64,243 57,075 7,168 58,783 48,322 10,461

Total goodwill and other intangible assets ........... $224,698 $168,155 $56,543 $209,018 $157,167 $51,851
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The change in the carrying amounts of goodwill and other intangible assets at September 30, 2004 from September 30, 2003 is due,
in part, to foreign currency translation adjustments related to those asset balances that are recorded in non-U.S. currencies.

In April 2004, we acquired OHIO Design Automation, Inc. (OHIO-DA), a provider of electronics design collaboration software,
for $9.8 million in cash. The purchase price was allocated to assets acquired and liabilities assumed based on our estimates of fair
value. The values assigned included intangible assets of $1.8 million for customer lists and $1.6 million for purchased software,
which are being amortized over estimated useful lives of 5 years and 3 years, respectively. The excess purchase price over the
amounts allocated to assets acquired and liabilities assumed of $7.0 million was recorded as goodwill. Upon the fulfillment of
certain specified conditions, an additional $2.0 million related to the acquisition will be paid through April 2007. Any such
contingent payments will be recorded as operating expenses as incurred. Results of operations of OHIO-DA have been included in
our consolidated financial statements since the acquisition date. Values assigned to intangible assets are not deductible for tax
purposes. Our results of operations prior to the acquisition, if presented on a pro forma basis, would not differ materially from our
reported results.

The aggregate amortization expense for intangible assets for 2004, 2003 and 2002 was $8.2 million, $9.1 million and $39.4
million, respectively. Of those amounts, $5.2 million, $5.9 million, $35.8 million, respectively, was recorded as amortization of
other intangible assets and $3.0 million, $3.2 million and $3.6 million, respectively, was recorded as cost of license revenue. The
estimated aggregate future amortization expense for intangible assets with finite lives remaining as of September 30, 2004 is $2.8
million for 2005, $2.6 million for 2006, $1.2 million for 2007, $0.4 million for 2008 and $0.2 million for 2009.

The following table sets forth the net loss for 2002, as adjusted to exclude amortization expense related to goodwill and other
intangible assets that are no longer being amortized under SFAS No. 142:

Year ended
September 30,
002
Reported net1oss ... ... .. i $(93.,621)
Goodwill amortization, net Of taX . .. ... it i e 26,799
Trademark amortization, net of tax . ... ... i e 1,305
AGJUSIEA DL IOSS . 4\ vt i e $(65,517)
Loss per share—Basicand Diluted ............ it $ (0.25)
E. Income Taxes
Our income (loss) before taxes consisted of the following:
Year ended September 30,
2004 2003 2002
(in thousands)
DOMMEStIC . v vttt e e e $(4,697) $(92,349) $(101,489)
FOreign .ot e 41,736 9,920 27,150
Total L $37,039  $(82,429) $ (74,339)




PARAMETRIC TECHNOLOGY CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Our provision for (benefit from) income taxes consisted of the following:

Year ended September 30,

2004 2003 2002
(in thousands)

Current:

Federal ... ... . . . $(19,150) $ — $(35,425)

] 7 1 S 301 500 (8,988)

FOreign ... e e 20,676 15,309 9,521

1,827 15,809 (34,892)

Deferred:

Federal .................. e e — —_ 48,750

SAlE ..o — —_ 5,172

103 ¢ T4 o O A P 399 42 252

‘ 399 42 54,174

Total provision for incCOmMe taxes ... ........c..ouiitiin e $ 2226 $15,851 $ 19,282

The reconciliation between the statutory federal income tax rate and our effective income tax rate is shown below:

Year ended September 30,
2004 2003 2002

Statutory federal income tax provision (benefit) ........ .. ... ... ... . . 35% (3B5% (G5%
State income taxes, net of federal tax benefit ........ ... i i e e 1 1 “@)
Valuation allOWaNCE . . . . ..ottt et e e e 28 42 65
Acquisition-related Charges ... ... i e e i — 1 13
IRS examination SettleIMent . .. ... ittt ettt e 69 — —
Sale Of DUSINESS ..ottt e e — — 9)
Foreignrate differences ......... ... .. . i e 12 7 9]

L 14 T PN 11 A (M __3 e
Effective INCOME 1aX TAle . . ... ..ottt 6% 19%  26%

As described below, in 2004, we received notification from the Internal Revenue Service (IRS) that we would be receiving a tax
refund related to income tax returns for the years 1998 through 2000 totaling $39.5 million, which resulted in a nonrecurring tax
benefit of $18.9 million in 2004.

We made net income tax payments of approximately $5.7 million in 2004, and we received net refunds of approximately $53.3
million and $3.5 million in 2003 and 2002, respectively.
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The significant temporary differences that created deferred tax assets and liabilities are shown below:

September 30,
2004 2003
(in thousands)

Deferred tax assets:

Net operating loss carryforwards . ... ...ttt $108,345 $ 94,955
Restructuring reserves not currently deductible .......... ... ... . i i 15,943 17,007
Other reserves not currently deductible .. ... it 5,886 6,239
Minimum pension Hability .. ... ... oo e 13,570 13,168
Foreign tax credits ... ...t e 7,605 7,605
Amortization of intangible assets . ... ... ... 9,810 9,188
Depreciation . . ...t e 2,489 2,373
11 5T G 741 1,628
Gross deferred taX @SSEES .« . o vttt ittt e e e e e e i e 164,389 152,163
Valuation Al OWance . ... i e (142,000) (131,499)
Total deferred tax ASSBtS . . . v vttt ittt ettt e e e e e e 22,389 20,664
Deferred tax liabilities:
Investment in foreign subsidiaries . ... ...t i e (7,776) (7,776)
03 1153 ) 1 O (9,939) (9,644)
Other .................. T (5,757) (3,928)
Total deferred tax Habilities ... ... .t e e e e e e (23,472)  (21,348)
Net deferred tax Habilities . . ... oottt et e e et e e e $ (1,083) $ (684

As a result of operating losses incurred in recent years and uncertainty as to the extent and timing of profitability in future periods,
we concluded in 2002 that it is more likely than not that the net deferred tax assets would not be realized and, accordingly, we
increased our deferred tax valuation allowance for our remaining net deferred tax assets in 2002. Although we have net income
before tax in 2004 of $37.0 million, we have maintained a full deferred tax valuation allowance as a result of continuing operating
losses in the United States, which is the source of the majority of the net deferred tax assets. In 2004, the valuation allowance was
increased by $10.5 million primarily to reserve for additional Computervision net operating loss (NOL) carryforwards recorded as
a result of the conclusion of the IRS examination of our income tax returns for 1998 through 2000 discussed below.

At September 30, 2004 and 2003, accrued income taxes of $39.4 million and $29.2 million, respectively, primarily represented
income taxes payable and related income tax accruals. At September 30, 2004 and 2003, income taxes receivable of $39.5 million
and $23.3 million, respectively, represented expected refunds of U.S. federal income taxes and related interest. In the normal
course of business, PTC and its subsidiaries are examined by various taxing authorities, including the IRS in the United States. In
2004, the IRS concluded its examination of our income tax returns for years 1998 through 2000, and notification of a $39.5 million
refund amount was received in the fourth quarter of 2004. The refund resulted in a nonrecurring tax benefit of $18.9 million in
2004 and the recording of $6.5 million of additional tax-effected NOLs available for carryforward, which were offset by an
increase in our deferred tax valuation allowance. The $39.5 million refund was received in the first quarter of 2005.

For U.S. tax return purposes, NOLs and tax credits are generally available to be carried forward to future years subject to certain
limitations. At September 30, 2004, we had U.S. federal NOL carryforwards of $106.7 million, which expire in 2023 and 2024,
available to offset taxable income in future years. In addition, we have U.S. federal NOL carryforwards of $166.0 million resulting
from the January 1998 acquisition of Computervision, which expire beginning in 2008 through 2018. The utilization of the
Computervision NOLs has been limited as a result of the change in ownership rules under the Internal Revenue Code. We also
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have loss carryforwards in non-U.S. jurisdictions totaling $16.5 million, the majority of which do not expire. There are other
limitations imposed on the utilization of such NOLs that could further restrict the recognition of any tax benefits.

The cumulative amount of undistributed earnings of our subsidiaries for which U.S. income taxes have not been provided, totaled
approximately $73.4 million and $59.2 million as of September 30, 2004 and 2003, respectively.

F. Commitments and Contingencies
Leasing Arrangements

We lease office facilities and certain equipment under operating leases expiring at various dates through 2014. Certain leases
require us to pay for taxes, insurance, maintenance and other operating expenses in addition to rent. Lease expense, net of sublease
income, was $32.9 million, $39.5 million and $49.1 million in 2004, 2003 and 2002, respectively. At September 30, 2004, our
future minimum lease payments net of sublease income under noncancellable operating leases are as follows:

Year ending Septémber 30, (in thousands)
200 L e $ 36,437
2006 ....... P 28,640
2007 ....... e e 24,775
2008 ....... et e e e e e e e e e 22,108
2009 ....... SO 21,513
Thereafter .. ... e 43,338
Total minimum lease payments .. ... ... ... ...ttt $176,811

As a result of restructuring and cost saving initiatives in current and prior years, certain leased facilities are excess. As of
September 30, 2004, we had $41.7 million reserved for facility obligations in excess of sublease income. Qur total future rental
income under current sublease arrangements for excess facilities is $24.0 million. The future minimum lease payments above
include minimum future lease payments for excess facilities, net of sublease income under existing sublease arrangements.

As of September 30, 2004 and 2003, we had letters of credit outstanding of approximately $6.4 million, of which $0.4 million was
collateralized, and $7.5 million, of which $0.4 million was collateralized, respectively, primarily related to our corporate
headquarters lease in Needham, Massachusetts.

Legal Proceedings

Certain class action lawsuits were filed by shareholders in the second and third quarters of 2003 against us and certain of our
current and former officers and directors in the U.S. District Court for the District of Massachusetts claiming violations of the
federal securities laws based on alleged misrepresentations regarding our reported financial results for the fiscal years 1999, 2000
and 2001 and our announced results for 2002. The consolidated amended complaint was filed in the fourth quarter of 2003 and
sought unspecified damages. We filed a motion to dismiss the consolidated action with prejudice and the court held a hearing on
our motion in the third quarter of 2004. On November 3, 2004, the court granted our motion to dismiss and entered an order
dismissing the consolidated action. The plaintiffs did not file a notice of appeal from the court’s order within the applicable period
of time for them to do so, which should conclude the litigation.

On May 30, 2003, a lawsuit was filed against us in the U.S. District Court for the District of Massachusetts by Rand A Technology
Corporation and Rand Technologies Limited (collectively “Rand”). Rand historically had been our largest distributor. The
complaint alleges various breaches of a revised distribution agreement entered into in December 2002, as well as other agreements
between Rand and us, and also asserts certain non-contract claims. The complaint, as amended, seeks equitable relief
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and substantial damages. On November 24, 2003, we filed our substantive response to Rand’s complaint and asserted
counterclaims against Rand including, among other things, that Rand’s action in filing the lawsuit constituted a breach of the
December 2002 agreement, which established certain dispute resolution procedures and which, we believe, discharged any and all
claims arising prior to that date. We believe Rand’s claims are without merit and will continue to contest them vigorously. We also
intend diligently to prosecute our counterclaims. We cannot predict the ultimate resolution of this action at this time, and there can
be no assurance that this action will not have a material adverse impact on our financial condition or results of operations.

We also are subject to various legal proceedings and claims that arise in the ordinary course of business. We currently believe that
resolving these other matters will not have a material adverse impact on our financial condition or results of operations.

Guarantees and Indemnification Obligations

We enter into standard indemnification agreements in our ordinary course of business. Pursuant to these agreements, we
indemnify, hold harmless, and agree to reimburse the indemnified party for losses suffered or incurred by the indemnified party,
generally our business partners or customers, in connection with patent, copyright or other intellectual property infringement
claims by any third party with respect to our current products, as well as claims relating to property damage or personal injury
resulting from the performance of services by us or our subcontractors. The maximum potential amount of future payments we
could be required to make under these indemnification agreements is unlimited. Historically, our costs to defend lawsuits or settle
claims relating to such indemnity agreements have been minimal and we accordingly believe the estimated fair value of these
agreements is immaterial.

We warrant that our software products will perform in all material respects in accordance with our standard published
specifications in effect at the time of delivery of the licensed products for a specified period of time (generally 90 to 180 days).
Additionally, we generally warrant that our consulting services will be performed consistent with generally accepted industry
standards. In most cases, liability for these warranties is capped. If necessary, we would provide for the estimated cost of product
and service warranties based on specific warranty claims and claim history; however, we have never incurred significant cost under
our product or services warranties. As a result, we believe the estimated fair value of these agreements is immaterial.

G. Stockholders’ Equity
Preferred Stock

We may issue up to 5.0 million shares of our preferred stock in one or more series. Our Board of Directors is authorized to fix the
rights and terms for any series of preferred stock without additional shareholder approval. In November 2000, our Board of
Directors authorized and designated 500,000 shares of preferred stock as Series A Junior Participating Preferred Stock for issuance
pursuant to our Shareholder Rights Plan discussed below in Note H. As of September 30, 2004 and 2003, there were no
outstanding shares of preferred stock.

Common Stock

Our Articles of Organization authorize us to issue up to 500 million shares of our common stock. Shares of common stock
outstanding are shown below:

September 30,
2004 12003 2002

(in thousands)
Beginningbalance . . ... . .. 266,383 262,584 260,538
Common StoCK ISSUEA . . . oottt e e e 3,126 3,851 —
Treasury sharesrepurchased ...... ... .. ... ... . . — (52) (596)
Treasury shares issued .. ...... ...t e — — 2,642
Ending balance . ...... ... .. . e 269,509 266,383 262,584




PARAMETRIC TECHNOLOGY CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Our Board of Directors has authorized us to repurchase up to 40.0 million shares. Through September 30, 2004, we had
repurchased 31.2 million shares at a cost of $366.8 million. The repurchased shares were available to be used for stock option
exercises, employee stock purchase plans and potential acquisitions. In 2002, all remaining shares of treasury stock, 13.5 million,
were retired and restored to the status of authorized but unissued shares. Beginning in 2003 and continuing into the future, all
shares of our common stock repurchased are automatically restored to the status of authorized and unissued.

H. Shareholder Rights Plan

In November 2000, our Board of Directors adopted a Shareholder Rights Plan and declared a dividend distribution of one share
purchase right (a “Right”) for each outstanding share of our common stock to stockholders of record at the close of business on
January 5, 2001. Each share of common stock newly issued after that date also will carry with it one Right. Each Right will entitle
the record holder to purchase from us one one-thousandth of a share of our Series A Junior Participating Preferred Stock at an
exercise price of $60.00 per unit subject to adjustment. The Rights become exercisable ten (10) days after the earlier of our
announcement that a person has acquired 15% or more of our outstanding common stock or an announcement of a tender offer
which would result in a person or group acquiring 15% or more of our common stock; in either case, the Board of Directors can
extend the 10 day period. If we have not redeemed or exchanged the Rights and a person becomes the beneficial owner of 15% or
more of our common stock (a “Triggering Event’), each holder of a Right will have the right to purchase shares of our common
stock having a value equal to two times the exercise price of the Right. If, at any time following the Triggering Event, we are
acquired in a merger or other business combination transaction in which we are not the surviving corporation or more than 50% of
its assets or earning power is sold to a person or group, each holder of a Right shall have the right to purchase shares of common
stock of the acquiring person, group or company having a value equal to two times the exercise price of the Right. The Rights
expire on January 5, 2011, and may be redeemed by us for $.001 per Right.

L. Stock Plans
Employee Stock Purchase Plans

We offer an employee stock purchase plan for all eligible employees. Under the current plan, which qualifies as an “employee
stock purchase plan” under Section 423 of the Internal Revenue Code, shares of our common stock can be purchased at 85% of the
lower of the fair market value of the stock on the first or the last day of each six-month offering period. Employee purchases in any
year are limited to the lesser of $25,000 worth of stock, determined by the fair market value of the common stock at the time the
offering begins, or 15% of his or her base pay. The shareholders have approved that 18.0 million shares of common stock be
reserved for issuance under the plan. During fiscal 2004, 2003 and 2002, employees purchased 2.2 million, 3.7 million and 2.1
million shares at average prices of $3.02, $1.98 and $3.76, respectively.
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Stock Option Plans

We have stock option plans for employees, directors, officers and consultants that provide for issuance of nonqualified and
incentive stock options. The option exercise price is typically the fair market value at the date of grant. These options generally
vest over four years and expire ten years from the date of grant. As of September 30, 2004, 20.6 million shares were available for
grant and 66.3 million shares were reserved for stock options granted and outstanding.

September 30,
2004 2003 2002
Weighted Weighted Weighted
Average Average Average
Exercise Exercise Exercise
Shares Price Shares Price Shares Price

(shares in thousands)

Outstanding:
Beginning balance .. ............ .. .o oo oo 68,963 $10.22 74485 $11.12 66,169 $13.16
Granted ....... ... 7,560 4.40 8,775 279 18,456 4.69
Cancelled . .......... (9,192) 9.86 (14,138) 1045 (10,008) 12.70
Exercised .........oo i (1,047) 2.88 (159) 2.40 (132) 4.41
Endingbalance ............ ... .. ... .. i 66,284 $9.73 68,963 $1022 74485 $11.12
Exercisable .......... ... . .. 45411 $12.19 43413 $13.06 41,355 $14.02

Certain employees have disposed of stock acquired through the employee stock purchase plan and the exercise of incentive stock
options earlier than the mandatory holding period required for certain tax treatment. These dispositions, together with the tax
benefits realized from the exercise of nonqualified stock options, create tax benefits that were recorded as increases to additional
paid-in capital in 2002. In 2004 and 2003, the tax benefit was not recorded due to the uncertainty of its realization.

For various price ranges, information for options outstanding and exercisable at September 30, 2004 was as follows:

Outstanding Options Exercisable Options

Weighted  Weighted Weighted

Average Average Average

Shares Remaining  Exercise Shares Exercise

(in thousands) Life (years) Price (in thousands) Price

S0.10- 8340 .o i e e 13,225 7.92 $ 2.88 5,286 $ 297
$3.58-85.03 . e 14,299 8.48 $ 4.46 4,320 $ 4.81
$5.27-80.94 . 11,400 5.82 $ 8.69 9,223 $ 9.02
$0.96- 813,63 . e 12,973 4.12 $12.64 12,386 $12.68
$13.72-823.38 .. e 11,843 3.86 $18.04 11,652 $18.08
$24.00- 872,55 i 2,544 2.81 $25.98 2,544 $25.98
$0.10- 872,55 . o e 66,284 6.02 $ 9.73 45,411 $12.19

Valuation of Stock Plans

We generally have not recognized compensation expense in connection with stock option grants to employees, directors and officers
under our plans. We have recognized compensation expense of $0.4 million, $0.5 million and $0.2 million in 2004, 2003 and 2002,
respectively, in connection with a restricted stock grant to an executive officer of the company in May 2002, as prescribed by APB
No. 25 and its interpretations, and stock option grants to consultants as prescribed by EITF 96-18, Accounting for Equity Instruments
with Variable Terms That Are Issued for Consideration Other Than Employee Services under FASB Statement No. 123. The impact on
net income (loss) and earnings (loss) per share, had compensation expense for employee stock option and stock purchase plans been
determined based on fair value at the grant dates as prescribed by SFAS No. 123 is disclosed in Note A.
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J. Employee Benefit Plan

We offer a savings plan to eligible U.S. employees. The plan is intended to qualify under Section 401(k) of the Internal Revenue
Code. Participating employees may defer up to 15% of their pre-tax compensation, as defined, but not more than statutory limits.
Prior to January 1, 2004, we contributed 50% of the amount contributed by the employee, up to a maximum of 10% of the
employee’s earnings. Effective January 1, 2004, the employer match was reduced to 6% of the employee’s earnings. Our matching
contributions vest at a rate of 25% per year of service. We made matching contributions of $3.1 million, $5.2 million and $5.4
million in 2004, 2003 and 2002, respectively.

K. Pension Plans

We maintain defined benefit pension plans covering certain employees of Computervision, which we acquired in 1998. Benefits
are based upon length of service and average compensation and generally vest after five years of service. The prepaid (accrued)
pension cost was actuarially computed using assumptions applicable to each subsidiary plan and economic environment. We adjust
our minimum pension liability related to our plans due to changes in actuarial assumptions and performance of plan investments, as
shown below.

U.S. Pension Plan

Effective April 1, 1990, the benefits under the U.S. pension plan were frozen indefinitely. We contribute all amounts deemed
necessary on an actuarial basis to satisfy Internal Revenue Service funding requirements. Plan assets consist primarily of mutual
funds invested in equity and fixed income securities.

International Pension Plans
Effective in 1998, benefits under the international plans were frozen indefinitely. Plan assets consist primarily of investments in
local government securities and insurance company investments.

The following table presents the actuarial assumptions used in accounting for the pension plans:

U.S. Plan International Plans
2004 2003 2002 2004 2003 2002

Weighted Average Assumptions Used to Determine Benefit Obligations at

Measurement Date (September 30)
DISCOUNETAE . .. v vt ettt ettt e e e et e e et e e e e 6.00% 6.00% 6.75% 55% 55% 5.8%
Rate of increase in future compensation . .............c.viuirnerninieaan.... — — — — — —

Weighted Average Assumptions Used to Determine Net Periodic Pension Cost
for Fiscal Years Ended September 30

DISCOUNETAIE . . .ottt ettt et e ettt e ittt 6.00% 6.75% 7.00% 55% 58% 6.0%
Rate of increase in future compensation . ............ .. ... ... . i, — — —_ — — —_
Rate of returnon plan assets ............... . i 7.50% 7.50% 7.50% 48% 4.7% 4.7%

In selecting the expected long-term rate of return on assets, we considered the current investment portfolio and the investment
return goals in the plans’ investment policy statements. We, with input from the plans’ professional investment managers, also
considered the average rate of earnings expected on the funds invested or to be invested to provide plan benefits. This process
included determining expected returns for the various asset classes that comprise the plans’ target asset allocation. This basis for
selecting the long-term asset return assumptions is consistent with the prior year.

For the U.S. plan, the long-term total return goal, presently 7.50%, includes income plus realized and unrealized gains and/or losses
on the plan assets. Utilizing generally accepted diversification techniques, the plan’s assets, in aggregate and at the
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individual portfolio level, are invested so that the total portfolio risk exposure and risk-adjusted returns best meet the plan’s long-
term liabilities to employees. Plan asset allocations are reviewed periodically and rebalanced to achieve target allocation among the

asset categories when necessary.

The international plans’ assets are invested primarily in fixed income securities. The rate of return is expected to be in line with
fixed income local government bonds with comparable terms.

The actuarially computed components of net periodic pension cost are shown below:

U.S. Plan International Plans
2004 2003 2002 2004 2003 2002
(in thousands)
Interest cost of projected benefit obligation . . .................... $4455 $4267 $4065 $2375 $2,171 $1,963
Expected return on plan assets . . ........oiiit i (4,220) (3,501) (3,030 (1,299) (1,267) (1,173)
Amortization of prior ServicCe Cost . ..........c.oiiiiiiiiin.. .. - — — 19 17 15
Recognized actuarialloss ........ ... .. .. ... L, 1,307 1,199 1,917 559 293 311
Net periodic pension COSE . . ... vetv et e et e e i $1,542 $1965 $2952 $1,654 $1,214 $1,116

The following tables display the change in benefit obligation, plan assets, funded status and amounts recognized in the balance
sheet:

U.S. Plan International Plans Total
2004 2003 2004 2003 2004 2003
(in thousands)

Change in Benefit Obligation
Accumulated and projected benefit obligation—beginning of

=3 (O § 74,683 $63,705 $40,857 § 36,743 $115,540 $100,448
Interest COSt ... vt e 4,455 4,267 2,375 2,171 6,830 6,438
Actuarial 1oss ... ... .. e 431 8,436 344 2,159 775 10,595
Foreign exchange impact .......... ... ... ..., — — 3,650 3,126 3,650 3,126
Benefitspaid .. ...... ... i (1,622)  (1,725) (2,304) (3,342) (3,926) (5,067)
Accumulated and projected benefit obligation—end of

YOAL o o i $77,947 $74,683 $44,922 $ 40,857 $122,869 $115,540
Change in Plan Assets and Funded Status
Plan assets at fair value—beginning of year .............. $ 55968 $39,006 $25527 $25953 $ 81,495 $ 65,049
Actual returnon planassets ..............co .. 5,011 7,927 969 1,127 5,980 9,054
Employer contributions ...............coiiiiiiiaain. 2,500 10,670 170 — 2,670 10,670
Foreign exchange impact ............. ... ... ... ... .... — — 2,333 1,640 2,333 1,640
Benefitspaid ...........c. i (1,622)  (1,725)  (2,304) (3,193) (3,926) (4,918)
Plan assets at fair value—endof year .. .................. 61,857 55,968 26,695 25,527 88,552 81,495
Accumulated and projected benefit obligation—end of

- 77,947 74,683 44,922 40,857 122,869 115,540
Fundedstatus ............. ... ... . i, (16,090) (18,715) (18,227) (15,330) (34,317) (34,045)
Unrecognized actuarialloss ............... .. .......... 40,477 42,144 8,475 7,624 48,952 49,768
Unrecognized prior service cost ..........covvieiiin.nn — — 261 256 261 256
Net prepaid (accrued) benefitcost ...................... $ 24387 $23,429 $ (9,491) $ (7,450) $ 14,896 $ 15,979
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U.S. Plan International Plans Total
September 30,
2004 2003 2004 2003 2004 2003

(in thousands)
Amounts Recognized in the Balance Sheet

Accrued benefit liability ................... ... ... ..., $(16,090) $(18,715) $(19,390) $(16,928) $(35,480) $(35,643)
Intangibleasset . ........ ... . — — 261 256 261 256
Minimum pension liability (1) .. ...... ... i, ... 40,477 42,144 9,638 9222 50,115 51,366
Net prepaid (accrued) benefitcost ....................... $24,387 $23,429 $ (9,491) $ (7,450) $ 14,896 $ 15,979

(1) Included in the accumulated other comprehensive income (loss) component of stockholders’ equity (in accordance with SFAS
No. 130, Reporting Comprehensive Income). ‘

Our 2004 and 2003 consolidated balance sheets include the minimum pension liability of $50.1 million and $51.3 million,
respectively, in other long-term liabilities and the net prepaid benefit cost of $14.9 million and $16.0 million, respectively, in
prepaid expenses and other noncurrent assets. The increase (decrease) in the minimum pension liability, totaling $(1.2) million,
$5.4 million and $7.7 million for 2004, 2003 and 2002, respectively, has been included in other comprehensive income (loss) in the
accompanying Statements of Comprehensive Income (Loss). The increase in the minimum pension liability in 2003 and 2002 was
due primarily to changes in the discount rate actuarial assumptions and, in 2002, the investment underperformance of plan assets.

The following table shows the percentage of total plan assets for each major category of plan assets:

U.S. Plan International Plans
September 30,
w 3& 2004 2003
Asset Category
Equity SECUTILIES . . .ottt it e e 60% 59% — —
Fixed income SECUIItIES . ... ... v\ttt e et 40% 41% 100% 100%

100% 100% 100%  100%

We periodically review the pension plans’ investments in the various asset classes. The current asset allocation target is 60% equity
securities and 40% fixed income securities for the U.S. plan and 100% fixed income securities for the international plans. The
plan’s investment managers are provided specific guidelines under which they are to invest the assets assigned to them. In general,
investment managers are expected to remain fully invested in their asset class with further limitations of risk as related to
investments in a single security, portfolio turnover and credit quality.

The U.S. plan’s investment policy prohibits the use of derivatives associated with leverage and speculation or investments in

securities issued by PTC, except through index-related strategies and/or commingled funds. An investment committee oversees
management of the pension plan’s assets.

Based on actuarial valuations and, in 2003, additional voluntary contributions, we contributed $2.7 million, $10.7 million and $4.1
million in 2004, 2003 and 2002, respectively, to the plans. We have no minimum funding requirements in 2005. However, we may,
at our discretion, make voluntary contributions to the plans.
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As of September 30, 2004, benefit payments expected to be paid over the next ten years are outlined in the following table:

International

U.S. Plan Plans Total
(in thousands)

Year ending September 30,

2005 o e $ 1,831 § 468 $ 2,299
2006 .. 2,017 377 2,394
2007 o e e e 2,273 956 3,229
2008 e 2,601 483 3,084
2000 . 3,003 1,935 4,938
2010-2004 .. e 20,419 12,190 32,609

L. Segment Information

We operate within a single industry segment—computer software and related services. Operating segments:are defined as
components of an enterprise about which separate financial information is available that is evaluated regularly by the chief
operating decision maker, or decision-making group, in deciding how to allocate resources and in assessing performance. Our chief
operating decision-making group is our executive officers. We have two reportable segments: (1) software products, which include
license and maintenance revenue (including new releases and technical support); and (2) services, which include consulting,
implementation education and other support revenue. For external reporting purposes (as shown in our consolidated statements of
operations), maintenance revenue is included in Service Revenue. We do not allocate certain sales, marketing or administrative
expenses to our operating segments, as these activities are managed separately. Within our software products reportable segment,
we have two software product categories: (1) our computer aided design, manufacturing and engineering software (design
solutions), including our flagship Pro/ENGINEER® design software, which provides engineering solutions to our customers, and
(2) our collaboration and data management technologies (collaboration and control solutions), including our Windchill® software
suite, which provide information management solutions to our customers.

In the second quarter of 2003, with the launch of Pro/ENGINEER Wildfire, we began selling a product development system
package called “Flex 3C” for Create, Collaborate and Control. It includes Pro/ENGINEER Wildfire with advanced engineering
modules, Windchill Projectlink, and Windchill PDMLink as a data management option. Because the package includes both design
solutions and collaboration and control solutions, for purposes of reporting revenues by product groups, we developed a revenue
allocation methodology in conjunction with Pro/ENGINEER Wildfire pricing and packaging. New Flex 3C revenue is allocated
90% to our design solutions and 10% to our collaboration and control solutions. Revenue from upgrades to the Flex 3C package is
allocated 50% to our design solutions and 50% to our collaboration and control solutions. As we continue to offer packages that
include both design solutions products and collaboration and control solutions products, the delineation between the two product
lines may become less meaningful and, accordingly, we may revise our product categories.
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The revenue and operating income (loss) attributable to these operating segments are summarized as follows:

Year ended September 30,
2004 2003 2002
(in thousands)
Revenue:
Software Products Segment:
License:
Design SOIUONS . . ..\ttt ettt e e $ 139,204 $ 147,642 $ 180,963
Collaboration and control solutions . ..............c.oiinnininnnnn.. 59,566 57,659 61,943
Total software products licenserevenue ....................ovrvrn..... 198,860 205,301 242,906
Maintenance (1):
Design SOIUtIONS: . ..ottt e 276,008 274,557 297,968
Collaboration and control solutions .......... ... ..., 47412 34,534 31,574
Total software products maintenance revenue . ......................... 323,420 309,091 329,542
Total software productS TEVENUE . . . ... ..ot 522,280 514,392 572,448
Services Segment: ‘
Design SOIIHONS . .\ ..ttt e e e e e e 65,385 76,252 85,951
Collaboration and control SOIUHONS . ... ..ot 72,364 81,296 83,558
Total SEIVICES TEVEIMUE . . . oo v vttt e e e et et e 137,749 157,548 169,509
Total revenue: :
Design solutions . ......... ... i e 480,687 498,451 564,882
Collaboration and control SOIRtions ... ...t 179,342 173,489 177,075
TOtal TEVENUE . .. o ottt e $ 660,029 $ 671,940 $ 741,957
Operating income (loss): (2) (3)
Software products .. ...... .ot e $ 349,059 $ 308,424 §$ 336,375
SETVICES ot e e (6,072) 1,678 10,526
Sales and markeping EXPENSeSs (4) ..ot i i e (242,604) (312,346) (343,495)
Unallocated expenses (5) ... ..ovvir et (62,967) (77,381)  (81,892)

Total operating income (1088) ..........coviieniiieieian e $ 37,416 $ (79,625) $ (78,486)

(1) Maintenance revenue is included in Service Revenue in the consolidated statement of operations.

(2) The operating income (loss) reported does not represent the total operating results for each operating segment as it does not
contain an allocation of sales, marketing, corporate and general administrative expenses incurred in support of the operating
segments.

(3) We recorded restructuring and other charges of $42.9 million, $30.9 million and $31.2 million in 2004, 2003 and 2002,
respectively. In 2004, 2003 and 2002, software products included $9.5 million, $6.6 million and $2.2 million, respectively;
services included $12.2 million, $2.5 million and $4.1 million, respectively; distribution expenses included $16.5 miilion, $13.9
million and $10.2 million; and unallocated expenses included $4.7 million, $7.9 million and $14.6 million, respectively, of the
restructuring and other charges recorded in those respective periods. The unallocated expenses in 2003 and 2002 include $6.4
million and $12.6 million, respectively, related to an increase in reserves on excess facilities. See Note B.

(4) Represents all sales and marketing expenses including the related portion of restructuring and other charges.

(5) Unallocated expenses represent all corporate and general and administrative expenses including the related portion of
restructuring and other charges.
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Data for the geographic regions in which we operate is presented below:

Year ended September 30,

2004 2003 2002
(in thousands)
Revenue:
NOITh A I A . o . oottt et e e e e e $232,883 $249,371 $310,65
BUurope (1) . oo e 240,269 239,800 245,85
ASIA PACIIC () . 186,877 182,769 185,43
Ol TEVENIUE . .. vt e e $660,029 $671,940 $74195
Long-lived assets:
JA[03 1 ¢ =N 7= o Lo7: NS P $106,557 $121,173 $131,16
BUTOPE .« ottt e 26,204 26,541 25,721
AT PACI I C .. o e 10,396 13,067 13,83
Total long-lived asSets ... ...ttt e $143,157 $160,781 $170,71:

(1) Includes revenue in Germany totaling $72.7 million, $71.3 million and $69.3 million for 2004, 2003 and 2002, respectively.
(2) Includes revenue in Japan totaling $111.8 million, $100.4 million and $95.3 million for 2004, 2003 and 2002, respectively.

Our international revenue is presented based on the location of our customer. We license products to customers worldwide. Our
sales and marketing operations outside the United States are conducted principally through our international sales subsidiaries
throughout Europe and the Asia/Pacific region. Intercompany sales and transfers between geographic areas are accounted for at

prices that are designed to be representative of unaffiliated party transactions.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Stockholders and Board of Directors of Parametric Technology Corporation:

In our opinion, the accompanying consolidated balance sheets and the related consolidated statements of operations, cash flows,
stockholders’ equity and:comprehensive income (loss) present fairly, in all material respects, the financial position of Parametric
Technology Corporation:and its subsidiaries at September 30, 2004 and 2003, and the results of their operations and their cash
flows for each of the three years in the period ended September 30, 2004 in conformity with accounting principles generally
accepted in the United States of America. These financial statements are the responsibility of the Company’s management. Our
responsibility is to express an opinion on these financial statements based on our audits. We conducted our audits of these
statements in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of
material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements, assessing the accounting principles used and significant estimates made by management, and evaluating the
overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

As discussed in Note D to the consolidated financial statements, on October 1, 2002, the Company changed its method of
accounting for goodwill and certain other intangible assets upon adoption of Statement of Financial Accounting Standards No. 142.

/s/  PricewaterhouseCoopers LLP

Boston, Massachusetts
December 7, 2004
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FIVE-YEAR SUMMARY OF SELECTED FINANCIAL DATA

September 30,
2004 2003 2002 2001 2000
(in thousands, except per share data)

REVENUE . . ot e e $660,029 $671,940 $741,957 $937,549 $918,927
Operating income (10SS) . ... ..ot i 37,416  (79,625) (78,486) (5,772)  (22,761)
Netincome (JOSS) ...t e e e e 34,813 (98,280) (93,621) (10,138) (14,605)
‘Earnings (loss) per share—Basic and Diluted: ................... 0.13 0.37) 0.36) (0.04) (0.05)
TOtal ASSELS . ottt e e e 666,382 600,998 (1) 674,959 803,778 918,933
Working capital . ....... o 190,075 118,586 183,888 139,534 252,097
Long-term liabilities, less current portion . .. .................... 91,766 85,032 69,334 49,111 37,866
Stockholders” eqUity . ... ... ovuiitn i e 241,951 195,158 289,928 385,092 515,769

(1) Total assets as of September 30, 2003 reflects the reclassification of income taxes receivable totaling $23.3 million from
accrued income taxes to current assets to conform to the 2004 presentation.

QUARTERLY FINANCIAL INFORMATION (UNAUDITED)
(in thousands, except per share data)

September 30, July 3, April 3, January 3,
2004 2004 2004 2004
ReVENMUE .. i e $170,134 $168,377  $164,708 $156,810
Operating income (10SS) . . ... .ottt i 27,938 22,722 7,846 (21,090)
Netincome (10SS) ..o vt it e i e e 42,044 16,135 3,171 (26,537)
Earnings (loss) pershare—Basic . .......... ... ... i 0.16 0.06 0.01 0.10)
Eamnings (loss) per share—Diluted ........... ... .. ... ... ... ... 0.15 0.06 0.01 (0.10)
Common stock prices: (1)
High ..o e $ 528 $ 534 $ 504 $  4.00
L OW i e e e $ 4.06 $ 420 §$ 4.06 $ 307
September 30, June 28, March 29, December 28,
2003 2003 2003 2002
REVENUE . .. o e e $163,703 $165,244  $171,026 $171,967
Operating loSs ... ..ot e (31,855) (28,784) (9,331) (9,655)
Nt 0SS ot e e e (37,959) (33,762) (15,169) (11,390)
Loss per share—Basicand Diluted ............ ... ... ... ... ..., (0.14) 0.13) (0.06) (0.04)
Common stock prices: (1)
High ... e $ 401 $§ 358 §$§ 288 $ 320
L OW oo e $ 295 $ 217 $ 182 $ 1.65

(1) The common stock prices are based on the NASDAQ National Market daily closing stock price. Our common stock is traded
on the NASDAQ National Market under the symbol “PMTC”.
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